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33-5910 Current Information on_ Interpreta- 
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TO AMEND IT TO PROHIBIT PER- 
SONS WHO RECEIVE COMPENSA- 
TION FROM THE ISSUER IN CON- 
NECTION WITH THE OFFERING 
FROM ALSO SERVING AS AN 
OFFEREE REPRESENTATIVE AND 
TO REVISE DISCLOSURE REQUIRE- 
MENTS WHEN AN OFFERING IS 
FOR LESS THAN $500,000 


33-5915 PROPOSED AMENDMENTS TO 
FORMS, SCHEDULES AND GUIDES 
AS AN EXPERIMENT BEING MADE 
AVAILABLE TO DOMESTIC OR 
CANADIAN CORPORATE ISSUERS, 
PROVIDED SUCH ISSUERS ARE 
NOT SUBJECT TO THE COMMIS- 
SION’S CONTINUOUS REPORTING 
REQUIREMENTS, FOR THE RE- 
GISTRATION OF SECURITIES NOT 
EXCEEDING AN AGGREGATE 
CASH OFFERING PRICE OF $3 
MILLION 


34-14538 ADOPTION OF PREVIOUSLY PRO- 
POSED AMENDMENTS TO THE 

COMMISSION’S NET CAPITAL 
RULE WHICH PROVIDES FOR SPE- 
CIFIC TREATMENT RELATING TO 
CERTAIN TRADING STRATEGIES IN 
LISTED OPTIONS KNOWN AS 
““STRADDLES.”’ 





OPINION 





\A-617 INTERNATIONAL RESEARCH & 
MANAGEMENT CORP. 


Where the investment adviser of a re- 
gistered investment company and its 
president misappropriated funds be- 
longing to that company, and made 
a false statement in the adviser’s ap- 
plication for registration, held, in the 
public interest to revoke adviser’s 
registration, bar president from asso- 
ciation with any investment adviser 
and exclude both respondents from 
serving or acting in various capacities 
with respect to a registered invest- 
ment company 
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Release No. 244/March 3, 1978 


Industry Segment Determination 
AGENCY: Securities and Exchange Commission. 
ACTION: Interpretation. 


SUMMARY: This release contains current infor- 
mation on interpretations, guidelines and administra- 
tive determinations of the Commission’s staff 
regarding the classification by registrants of their 
business into industry segments. The staff has 
discussed with some registrants the appropriate 
segmentation of their businesses as a result of both 
the issuance by the Financial Accounting Standards 
Board of Statement of Financial Accounting Standards 
No. 14, ‘‘Financial Reporting for Segments of a 
Business Enterprise’, and the adoption by the 
Commission in December 1977 of industry segment 
reporting requirements. This release is intended to 
assist registrants with the implementation of the 
segment reporting requirements. 


DATE: March 3, 1978 


FOR FURTHER INFORMATION CONTACT: Re- 
gistrants with specific questions should contact the 
staff members directly responsible for reviewing the 
documents they file with the Commission. General 
questions may be directed to Howard P. Hodges, Jr. 
(202/755-1744), Linda L. Griggs (202/755-1750), 
Division of Corporation Finance, or Edward R. 
Cheramy (202/376-8020), Office of the Chief Accoun- 
tant, Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. 


The Commission hereby issues Release Nos. 33-5910, 
34-14523, 35-20429, IC-10148, AS-244), Parts 211, 231, 
and 241 of Title 17, Chapter II of the Code of Federal 
Regulations as given below. 


INDUSTRY SEGMENT DETERMINATION 


The Commission announced the adoption of industry 
segment reporting requirements for registered cor- 





porations in Securities Act Release No. 5893/ Account- 
ing Series Release No. 236 (December 23, 1977), 42 
FR 65554 (December 30, 1977). The requirements 
were designed to coordinate the textual and financial 
information included by a corporation in the descrip- 
tion of its business set forth in Commission documents 
with the segment data required in financial statements 
under generally accepted accounting principles. 
Although companies have been required since July 
1969 to include information about their lines of 
business in the business descriptions, no such infor- 
mation was required in the financial statements until 
the Financial Accounting Standards Board (‘‘FASB’’) 
issued its Statement of Financial Accounting 
Standards No. 14, ‘‘Financial Reporting for Segments 
of a Business Enterprise’ (‘‘Statement No. 14’’) in 
December 1976. 


Statement No. 14 requires corporations to present 
certain financial data about their industry segments, 
foreign operations and major customers in_ their 
financial statements. Among other requirements, the 
Commission’s new provisions require corporations to 
present in the business description financial and nar- 
rative information regarding their industry segments 
for which financial data is required to be included in 
the financial statements by Statement No. 14. 


The Commission has instructed its staff to carefully 
review the industry segments for which registrants 
report financial information to determine whether their 
segmentation is consistent with Statement No. 14 and 
thus achieves the goals of industry segment reporting. 
jThat is, the industry segments for which financial 
data is set forth by registrants should be those which 
will most usefully assist investors in analyzing and 
understanding a particular registrant’s business and 
will permit users of the information to better assess 
the past performance and future prospects of a com- 
pany.' Companies which are determined not to have 
made acceptable industry segment disclosures 
generally will be required to amend their filings with 
the Commission and to communicate this additional 
information to shareholders in some appropriate 
manner. 


The staff is, of course, always available to discuss with 
registrants their proposed segmentation on a pre-filing 
basis. Registrants interested in the staff’s views are 
urged to communicate with the staff members who are 
responsible for reviewing their filings because such 
persons will be most familiar with the corporation’s 
business operations. 





1 See Securities Act Release No. 5893 (ASR 236) and 
Paragraphs 5 and 54 through 60 of Statement No. 14. 


This release is being published for the purposes of 
discussing the implementation of both Statement No. 
14 and the Commission’s industry segment reporting 
requirements and advising registrants of the deter- 
minations which have been made with regard to 
certain corporations with which the staff has discussed 
proposed segment classifications. 


A. Determination of Industry Segments 


The classification by a corporation of its business into 
industry segments pursuant to the Commission 
requirements and generally accepted accounting 
principles is a subjective task and, thus, to a consid- 
erable extent, segment determination depends on the 
judgment of management.” In exercising this 
judgment, however, management should go through 
the industry segment indentification steps outlined in 
Paragraph 11 of Statement No. 14, keeping in mind 
that information on a less-than-total-enterprise basis is 
necessary for an evaluation of the risks and return on 
an investment? 


The provisions of Statement No. 14 present a logical 
procedure for the classification of a business into 
industry segments. The term ‘‘industry segment’’ is 
defined in Paragraph 10(a) of the FASB’s statement as 
‘*a component of an enterprise engaged in providing a 
product or service or a group of related products and 
services primarily to unaffiliated customers ([.e., 
customers outside the enterprise) for a profit.’’ State- 
ment No. 14 lists the three steps that a company 
should take in determining its industry segments. 
Paragraph 11 states: * 


The reportable segments of an enterprise 
shall be determined by 

(a) identifying the individual products and 
services from which the enterprise derives 
its revenue, 

(b) grouping those products and services by 
industry lines into industry segments. . ., 
and 

(c) selecting those industry segments that 
are significant with respect to the 
enterprise as a whole. . .° 





2 See Paragraph 12, Statement No. 14. 
3 See Paragraph 57, Statement No. 14. 


4 Paragraph 14, Statement No. 14 provides that 
**fi]Jndustry segmentation on a worldwide basis is a 
desirable objective but it may be impracticable for 
some enterprises.’’ 


5 An industry segment is significant and therefore 
should be identified as reportable if its revenue, oper- 
ating profit or loss or identifiable assets is 10 percent 
or more of the related combined enterprise amounts. 
See Paragraph 15, Statement No. 14. 
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A reasonable starting point for the determination of 
industry segments according to Paragraph 13 of the 
statement is an analysis of the profit centers or ‘‘the 
smallest units of activity for which revenue and 
expense information is accumulated by a company for 
internal planning and control purposes.’’ If a particu- 
lar company’s profit centers cross industry lines, 
however, a company would be required to 
disaggregate the profit center into smaller groups of 
related products and services. 


The phrases ‘‘industry line’’ and ‘‘industry’’ are not 
defined in Statement No. 14. As a result of the 
absence of a definition of these terms, some persons 
have stated that the term should be interpreted 
broadly. The ‘‘Standard Industrial Classification 
Manual’ (SIC) prepared by the Statistical Policy 
Division of the U.S. Office of Management and 
Budget, however, defines industries by kinds of 
business and enables classification of enterprises on a 
one-digit, two-digit, three-digit and four-digit industry 
code basis according to the level of industrial detail 
considered most appropriate. This increasingly dis- 
aggregated classification of industries suggests that 
the word ‘‘industry’’ may be used to include narrow as 
well as broad based groupings of products and 
services. 6 


Statement No. 14 does not state how narrowly the 
term ‘‘industry’’ should be interpreted. The only 
comment on this point is that ‘‘[b]road categories such 





6 The SIC treatment of one type of business is illustra- 
tive of these levels of disaggregation. Manufacturing 
is one of the twelve divisions of business activities at 
the one-digit level of the SIC code. The manufacturing 
division is subdivided into twenty two-digit major 
groups, such as food and kindred products, tobacco 
manufacturers, textile mill products, apparel and other 
finished products, lumber and wood products, 
furnitures and fixtures, and paper and allied pro- 
ducts. The two-digit SIC major groups are subdivided 
into three-digit industry groups. The lumber and 
wood products two-digit group is subdivided into nine 
industry groups which include (1) sawmill and plan- 
ning mills, (2) millwood, veneer, plywood and 
structural wood members, and (3) wood buildings and 
mobile homes. Paper and allied products is divided 
into six industry groups including (1) pulp mills, (2) 
paper mills, except building paper mills, and (3) 
paperboard. The three-digit SIC industry groups are 
further divided by product lines into four-digit 
industry groups. 
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as manufacturing, wholesaling, retailing, and con- 
sumer products are not per se indicative of the 
industries which a registrant should report, and those 
terms should not be used without identification of a 
product or service to describe the industry seg- 
ments.’’? 


An examination by registrants of various criteria is far 
more useful to a registrant identifying industry 
segments than the philosophical meaning of the word 
‘‘industry.’’ Although the FASB states in Paragraph 
12 of its statement that ‘‘no single set of character- 
istics is universally applicable in determining the 
industry segments of all enterprises, nor is any single 
characteristic determinative in all cases,’’ Appendix D 
of Statement No. 14 (‘‘Appendix D’’) sets forth several 
factors that may be relevant in identifying industry 
segments and therefore should be considered in 
determining whether products and services are 
related. 


The following criteria are included in Appendix D as 
among those factors which should be considered in 
grouping products and services by industry lines into 
industry segments: 


(a) The nature of the product. 
Related products or services have similar 
purposes or end uses. Thus, they may be 
expected to have similar rates of 
profitability, similar degrees of risk, and 
similar opportunities for growth. 


(b) The nature of the production process. 
Sharing of common or interchangeable pro- 
duction or sales facilities, equipment, labor 
force, or service group or use of the same 
or similar basic raw materials may suggest 
that products or services are related. 
Likewise, similar degrees of labor inten- 
siveness or similar degrees of capital inten- 
siveness may indicate a relationship among 
products or services. 


(c) Markets and marketing methods. 
Similarity of geographic marketing areas, 
types of customers, or marketing methods 
may indicate a relationship among products 
or services. For instance, the use of a 
common or interchangeable sales force may 
suggest a relationship among products or 
services. The sensitivity of the market to 
price changes and to changes in general 
economic conditions may also indicate 
whether products or services are related or 
unrelated. 





7 Paragraph 101, Appendix D, Statement No. 14. 





The factors listed above may have different degrees of 
importance depending upon the circumstances. The 
sole fact that a company has essentially one raw 
material which is used to produce various products, or 
that its operations share common production facilities 
or that all of its products are based on one type of 
technology is not alone determinative of a one industry 
segment business. In short, appropriate segmentation 
will result only if a registrant examines each of the 
factors noted in Appendix D. 


Some persons have argued that industry segments 
should be separate and distinct from each other and 
should be identified as such only if they can be sold 
without having an impact on the earnings of the cor- 
poration’s other industry segments. The staff believes 
that the ‘‘with-or-without’’ or ‘‘severability test,’’ as it 
is known, is not an appropriate test for the determina- 
tion of segments. This test is not set forth in State- 
ment No. 14 although it was recommended to the 
FASB in response to the Board’s request for 
comments on the issue of segment reporting. ® 


Statement No. 14 states that the segment information 
may be of limited usefulness for comparing an 
industry segment of one enterprise with a similar 
industry segment of another enterprise.° For example, 
the segments of a conglomerate may include products 
and services which are related more broadly than the 
products and services in an industry segment of a 
smaller corporation. 


B. Discussion of Acceptable Segmentation 


The following discussion is intended to assist regis- 
trants in complying with the segment reporting 
requirements. The staff does not expect that all cor- 
porations engaged in the same type of business will 
necessarily have identical industry segments. Never- 
theless, companies engaged in the businesses 
discussed herein should consider the segments which 
were determined to be appropriate in those cases. If 
individual companies in the same basic business are 
structured differently, identical segmentation will not 
be required provided the reported industry segments 
are reasonable. 





8 ‘*Response to Discussion Memorandum on Analysis 
of Issues Related to Financial Reporting for Segments 
of a Business Enterprise’, comments of Arthur 
Andersen & Co. to the Financial Accounting Standards 
Board, July 18, 1974, p. 5. 


9 See Paragraph 76, Statement No. 14. 


1. Electrical and Electronic Products 


A few companies engaged in the business of pro- 
ducing electrical and electronic: products discussed 
their proposed segmentation with the staff. Some of 
these companies stated that electrical and electronic 
products were grouped into one line of business and 
should also be considered one industry segment. In 
partial justification for this view, they noted that one 
of the two-digit industry groups in the SIC code is 
electrical and electronic products. 


In the staff’s view, an industry segment identified as 
‘electrical and electronic products’ may be too 
imprecise or may include too many disparate products 
to be considered one industry segment. The various 
types of electrical and electronic products should be 
grouped together into more disaggregated industry 
segments despite the dependence of all of the pro- 
ducts on the semiconductor and circuitry technology. 


One company determined that its electrical business 
should be grouped into three industry segments: Com- 
ponents, digital products and government electronic 
products. Another agreed that components should be 
in a separate industry segment, consumer products or 
digital electronic watches and clocks and program- 
mable electronic video entertainment systems in 
another segment, and commercial and_ industrial 
equipment in a third. 


Companies in the electrical and electronic products 
business are likely to be in more than one industry 
segment because the various products have different 
markets and are produced in different manufacturing 
facilities. In addition, the organizational structure of 
the companies with which the staff met suggested that 
top management recognized differences, significant 
for business purposes, between the products in each 
group with respect to markets served, marketing 
methods utilized and the nature of production methods 
and facilities required. The companies’ argument that 
the electrical products should be grouped into one 
industry segment because of the high integration 
between the various types of products did not 
outweigh those considerations. 


2. Forest Products 


Various corporations in the forest products business 
argued that they were in one industry segment for a 
number of reasons. Forestry business products are all 
produced from a common raw material, timber. One 
log may be used to produce various products such as 
fuel, plywood, pulp, lumber, sawdust, shavings and 
chips. The raw material costs related to the production 
of the products may not be easily determinable and 
the production of an individual product may be depen- 
dent upon the production of others. Despite cost allo- 
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cation problems and the production interdependence, 
the staff believes that companies in the forestry pro- 
ducts business may be in at least three industry 
segments: paper and paper products; building 
materials (@¢.g., lumber and plywood); and container 
and packaging products. As to particular companies, 
the staff understands that allocation to the industry 
segments of the investments in timberland may not be 
practicable. Of course, allocation difficulties may be 
described in a document in order to assure that 
investors are not misled into thinking that each seg- 
ment is totally independent. 


3. Chemicals 


A large chemical company determined that its industry 
segments were the same as its lines of business: (1) 
chemicals/metals; (2) plastics/packaging; and (3) 
bioproducts/consumer products. The staff concurred 
with the company’s segmentation. 


The chemicals/metals segment includes inorganic 
chemicals, organic chemicals, metals and functional 
products, and miscellaneous products and services. All 
of these products and the products used to provide the 
various services are largely industrial chemicals 
derived from generally common raw materials and 
produced in highly integrated production processes. 


The plastics/packaging segment includes molding 
products, coatings and monomers and plastic 
products. These products are substantially similar to 
the products included in the chemicals segment 
although they are more complex chemical products. 
Despite the similarities between the chemicals and 
plastics, they are presented as separate segments 
because of differences in the following features: 
physical characteristics; the manner in which the 
products are used; the application technology; and, 
frequently, market characteristics. 


The third segment, the bioproducts/consumer 
products, includes health care products and services, 
agricultural chemicals and consumer products. These 
products were grouped together by the company on 
the basis of similar research and testing practices, 
comparable anticipated results from their use, and 
their proximity to the ultimate customer. 


4. Drugs 


Conversations with a company in the pharmaceutical 
industry have resulted in a determination that the 
company’s pharmaceutical, agricultural and chemical 
operations should be reported as three separate 
industry segments. The company argued that the 
operations involved one industry segment because the 
production of the three types of products is in common 
facilities, involves the transfer of material amounts of 
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products from one part of the business to another, and 
is by means of a fermentation or organic synthesis 
process. The company also argued that possible 
arbitrary cost and asset allocations would be necessary 
if the pharmaceutical, agricultural and chemical line of 
business was further broken down. The staff noted 
that the company’s three types of products have 
different uses and are marketed through different 
means. 


5. Property/Casualty Insurance 


The staff is aware that the question of reportable 
industry segments for insurance companies is being 
considered by such companies and by the accounting 
profession. Some have suggested that property/ 
casualty insurance companies have only one reportable 
industry segment. The staff believes that an analysis 
of the requirements of Paragraph 11 together with the 
factors set forth in Appendix D of Statement No. 14 
should lead to the reporting by diversified property/ 
casualty insurance companies of more than one 
industry segment. 


For example, the identification of industry segments 
by a casualty insurance company would require the 
following analysis: (1) listing the various products and 
services sold, such as workmen’s compensation, auto- 
mobile, homeowner’s, commercial fire, other com- 
mercial liability, and professional malpractice 
coverage; and (2) grouping related ‘‘products’’ on the 
basis of relevant factors including the nature of the 
product (e.g., profitability, risk, and growth) and their 
markets and marketing methods. Although the staff 
does not believe that each of the above lines of 
insurance necessarily constitutes a separate industry 
segment, it does believe that all such insurance ‘‘pro- 
ducts’’ are not sufficiently related to be grouped 
together as one industry segment. Many of these 
‘*products’’ do not have sufficiently similar rates of 
profitability, degrees of risk and opportunities for 
growth, are generally offered to different types of 
customers, and involve different marketing methods. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








SECURITIES ACT OF 1933 
Release No. 5911/March 3, 1978 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 14524/March 3, 1978 


PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
‘Release No. 20430/ March 3, 1978 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10149/ March 3, 1978 


ACCOUNTING SERIES 
Release No. 245/March 3, 1978 


Adoption of Technical Amendment to Industry 
Segment Reporting Requirements 


AGENCY: Securities and Exchange Commission. 


ACTION: Final rules. 

SUMMARY: The Commission is adopting a tech- 
nical amendment to its recently adopted integrated 
disclosure regulation, Regulation S-K, to clarify that 
registrants may present line of business data for fiscal 
years beginning before December 16, 1976 in lieu of 
industry segment information for those years provided 
such data was included in a document previously filed 
with the Commission. 


DATE: Effective for fiscal years ending after March 
15, 1978. 


FOR FURTHER INFORMATION CONTACT: 
Linda L. Griggs, Office of Disclosure Policy and Pro- 
ceedings, Division of Corporation Finance (202/ 
755-1750) or Edward R. Cheramy, Office of the Chief 
Accountant (202/376-8020), Securities and Exchange 
Commission, 500 North Capito! Street, Washington, 
D.C. 20549. 


SUPPLEMENTARY INFORMATION: On Decem- 
ber 23, 1977, the Commission announced the adoption 
of industry segment reporting requirements applicable 
to registration statements, annual reports, and certain 
proxy and information statements filed or prepared 
under the Securities Act of 1933 [15 U.S.C. 77a et 
seq., aS amended by Pub. L. No. 94-29 (June 4, 1975)] 
and the Securities Exchange Act of 1934 (‘‘Exchange 
Act’’) [15 U.S.C. 78a et seq., as amended by Pub. L. 
No. 94-29 (June 4, 1975)].' In view of the difficulties 
attendant to the retroactive applicability of disclosure 
requirements, the amendments generally only 
required information to be presented for fiscal years 
beginning after December 15, 1976. 





1 Securities Act Release No. 5893/Accounting Series 
Release No. 236 (December 23, 1977) [42 FR 65554]. 


Item 1(b)(2) of Regulation S-K, as adopted in Decem- 
ber 1977, provides that registrants may report the 
revenue, income and any necessary explanatory 
information relating to lines of business which they 
included in documents filed with the Commission prior 
to December 16, 1977, in lieu of the industry segment 
information required by paragraph (b)(1) for fiscal 
years beginning before December 16, 1976. This pro- 
vision can be interpreted to permit the use of line of 
business data for fiscal years beginning before 
December 16, 1976, in lieu of segment information 
only if the line of business information was presented 
in a document which was filed with the Commission 
prior to December 16, 1977. For example, generally, 
companies whose fiscal years ended September 30, 
1977 would be unable to present line of business data 
for their September 30, 1977 fiscal year in their 1978 
annual report because the 1977 report was not 
required to -be filed with the Commission until 
December 30, 1977. The explanation of Item 1(b)(2) in 
the release states, however, that the industry segment 
reporting requirements are intended to be prospective 
except with respect ot corporations filing under the 
securities acts for the first time. 


The amendment adopted today clarifies the inconsis- 
tency between the provision in the item and the 
explanation of this provision. Amended Item 1(b)(2) 
provides that line of business data for fiscal years 
beginning before December 16, 1976 may be 
presented in lieu of segment information provided the 
line of business data had been included in a document 
filed with the Commission. 


That is, the industry segment reporting requirements 
are prospective with respect to all corporations which 
are required to file reports under the Exchange Act. 
Nevertheless, the Commission believes that informa- 
tion about the performance of the various business 
activities of a corporation during a five-year period is 
useful to investors. Therefore, such corporations are 
required to present line of business data for the 
balance of the five-year period for those fiscal years 
beginning before December 16, 1976 for which 
segment data is not furnished. 


In addition, the title to Part 229 of the Code of Federal 
Regulations is amended to add the words ‘‘Regulation 
S-K.”’ 

AMENDMENTS 


The text of the amendments is set forth below: 


1. The title of Part 229 of 17 CFR Chapter I! is 
amended to add the words ‘‘Regulation S-K.’’ 


PART 229—STANDARD INSTRUCTIONS FOR FIL- 
ING FORMS UNDER SECURITIES ACT OF 1933 
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AND SECURITIES EXCHANGE ACT OF 1934—RE- 
GULATION S-K 


2. Item 1(b)(2) of Regulation S-K is amended as 
follows: 


§ 229.20 Information required in document. 


* * * * 


(2) Information as to lines of business. For fiscal 
years beginning before December 16, 1976, the 
revenue, income and any necessary explanatory infor- 
mation relating to lines of business included by the 
registrant in a document filed with the Commission 
may be furnished in lieu of the industry segment infor- 
mation for such years. The lack of comparability of the 
historical line of business information with the 
industry segment information shall be explained. 


[Secs. 6, 7, 8, 10, 19(a), 48 Stat. 78, 79, 81, 85; secs. 
12, 13, 14, 15(d), 23(a), 48 Stat. 892, 894, 901; secs. 
205, 209, 48 Stat. 906, 908; sec. 203(a), 49 Stat. 704; 
sees. 1, 3, 8, 49 Stat. 1375, 1377, 1379; sec. 301, 54 
Stat. 857; secs. 8, 202, 68 Stat. 685, 686; secs. 3, 4, 5, 
6, 78 Stat. 565-568, 569, 570-574; sec. 1, 79 Stat. 1051; 
secs. 1, 2, 3, 82 Stat. 454, 455; secs. 1, 2, 3-5, 28(c), 84 
Stat. 1435, 1497; sec. 105(b), 88 Stat. 1503; secs. 8, 9, 
10, 11, 18, 89 Stat. 117, 118, 119, 121, 155; 15 U.S.C. 
77f, 77g, 77h, 77j, 77s(a), 781, 78m, 78n, 78I(d), 
78w(a).] 


STATUTORY AUTHORITY FOR AMENDMENTS 


The foregoing amendments to Regulation S-K are 
adopted pursuant to sections 6, 7, 8, 10 and 19(a) of 
the Securities Act and sections 12, 13, 14, 15(d) and 
23(a) of the Exchange Act, sections 12(e) and 20(a) of 
the Public Utility Holding Company Act of 1935, and 
sections 20(a) and 38(a) of the Investment Company 
Act of 1940. 


Pursuant to section 23(a)(2) of the Exchange Act, the 
Commission has concluded that the amendment will 
have no impact on competition. 


Inasmuch as these amendments are essentially 
technical in nature and are intended to relieve a re- 
striction in a narrow area, the Commission, as author- 
ized by 5 U.S.C. § 553(b) and (d) of the Administrative 
Procedure Act, for good cause finds that notice and 
public comment thereon is unnecessary. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES ACT OF 1933 
Release No. 5912/March 3, 1978 


Private Placement Exemptive Rule 
AGENCY: Securities and Exchange Commission. 


ACTION: Rule amendment and adoption of related 
form. 


SUMMARY: This release (1) amends the rule 
relating to exemptions for offers and sales of securities 
by an issuer not involving a public offering to require 
the filing of a form in connection with use of the rule, 
and (2) adopts the form to be filed when making use of 
the rule. These actions are taken in order to provide 
the Commission, investors and other interested 
persons basic information concerning use of the rule. 


EFFECTIVE DATE: May 3, 1978. 


FOR FURTHER INFORMATION CONTACT: Thomas 
D. Hamill, Chief Counsel, Division of Enforcement, 
Securities and Exchange Commission, Washington, 
D.C. 20549. (202) 376-5202. 


SUPPLEMENTARY INFORMATION: In connection 
with the adoption of Rule 146 (Release No. 33-5487 
(April 23, 1974) [39 FR 15266 (May 2, 1974)]), the 
Commission explicitly noted it would reexamine the 
need for a filing or notification requirement after it 
had gained experience with the rule. The Commission 
also stated that if its experience indicated that a filing 
or notification requirement was appropriate for the 
protection of investors and in the public interest, 
changes in the rule to institute such a requirement 
would be proposed. 


Rule 146 relates to Section 4(2) of the Act [15 U.S.C. 
77d(2)], which exempts from the Act’s registration 
provisions transactions by an issuer which would not 
involve a public offering. The rule is designed to 
provide a ‘‘safe harbor’’ for issuers of securities not 
registered under the Act where no public offering, 
within the meaning of Section 4(2), takes place. 


On April 18, 1977 (Release No. 33-5822 (April 18, 
1977) [42 FR 21815 (April 29, 1977)]), the Commission 
proposed the amendment of Rule 146 and the adoption 
of a related Form 146 in conjunction with the Com- 
mission’s then recent request for information from the 
public on the operation of Rule 146 (Release No. 
33-5779 (Dec. 6, 1976) [41 FR 53808 (Dec. 9, 1976)]). 
Such actions were intended to foster the Commission’s 
evaluation of the utility of Rule 146. 


As announced concurrently herewith, the Commission 
has determined that, indeed, the utility of Rule 146 





warrants its continuation. However, the Commission 
has determined that it is appropriate for the protection 
of investors and in the public interest to require a 
notification of certain offerings utilizing the rule. 


As the Commission stated in Release No. 33-5822 
(April 18, 1977) [42 FR 21815 (May 29, 1977)]: 


Although the Commission’s experience 
with Rule 146 has been limited due to the 
absence of a notification requirement, the 
Commission has become aware that the 
rule apparently has been abused on several 
occasions by various issuers. In this regard, 
there appear to have been numerous in- 
stances in which issuers have made 
offerings of securities ostensibly in reliance 
upon Rule 146, although they have failed to 
comply with all of the requirements of the 
rule. 


The Commission’s experience with Rule 146 has 
demonstrated two needs: first, the need for empirical 
data as to the use of Rule 146 as a ‘‘safe harbor’’ 
provision; and, second, the need to be able to perceive 
misuses of the rule and, thus, to become aware of, and 
prevent, frauds in their incipient stages. The Com- 
mission believes that the empirical data resulting from 
the adoption of a notice requirement is essential in 
order to determine the impact of the adoption of Rule 
146 and will enable the Commission and the public to 
make a more informed judgment as to whether the 
rule is accomplishing the objectives which prompted 
its promulgation. The Commission further believes 
that adoption of a notice requirement will provide 
relevant data regarding the volume and nature of 
transactions effected in reliance upon the rule and, 
consequently, valuable insights into the relationship of 
such transactions to the overall capital formation 
process. 


Accordingly, the Commission hereby adopts Form 146 
and rules relating to its implementation. 


A brief analysis of the provisions of the rule amend- 
ments and of Form 146 is provided below; however, 
attention is directed to the text of the rule and of the 
form for a more complete understanding of their pro- 
visions. 


In response to comments received from the public con- 
cerning the proposal to adopt Form 146 the Com- 
mission wishes to reemphasize that: 


. .. attempted compliance with Rule 146 
does not act as an election so that the issuer 
can no longer claim Section 4(2) outside the 
rule. 


The issuer can always claim the protection 
of both the Rule and Section 4(2), but will 
have the burden of proof. (Release No. 
33-5487) 


The amendment to Rule 146 adopted hereby requires 
issuers to file a report with the Commission containing 
information about certain offerings made by such 
issuers in reliance upon Rule 146. The text of Form 
146 is set forth at the end of this release and copies of 
the form will be available at the Commission’s 
Regional Offices. No report is required for offerings 
the proceeds of which total, cumulatively, less than 
$50,000 during any twelve-month period. 


Pursuant to comments received as a result of the pro- 
posal of Form 146, and on its own motion, the Com- 
mission has substantially revised and shortened the 
originally proposed form. As a result, information 
required by the form has been substantially reduced 
and should be readily available to issuers utilizing the 
rule, thus leading to a short, simple and inexpensive 
reporting process. 


As adopted, in the absence of any material change to 
the information required by the form, only one filing 
will be necessary in connection with each offering 
subject to the notice requirement. That filing is 
required at the time of the first sale of securities in the 
offering. The information provided by Form 146 will 
serve the purpose of providing both the Commission 
and interested members of the public with current in- 
formation about the offering. 


The Commission is aware that certain issuers availing 
themselves of the benefits of Rule 146 may, 
subsequent to sales in reliance thereon, already report 
such sales to the Commission by virtue of the fact that 
such issuers are subject to the periodic reporting re- 
quirements of the federal securities laws. The Com- 
mission has also considered limiting reports of sales 
based upon Rule 146 to certain industries or to certain 
issuers meeting specified financial and other criteria. 
And, the Commission has given substantial considera- 
tion to the question of increasing the $50,000 threshold 
for the reporting requirement. The Commission has 
determined, however, that until such time as it has 
developed sufficient experience, based upon the filing 
of Form 146 as adopted, further minimization of the 
notice requirement would not be appropriate. 


CHANGES FROM ORIGINAL PROPOSALS: 


As originally proposed in Release No. 33-5822, para- 
graph (i) of Rule 146 would have required the filing of 
five copies of Form 146 with the Commission at its 
principal office in Washington, D.C. As adopted, three 
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copies of the form are required and they shall be filed 
at the Commission’s Regional Office for the region in 
which the issuer’s principal business operations are 
conducted or are proposed to be conducted in the 
United States. For those issuers having or proposing 
to have their principal business operations outside the 
United States, the form shall be filed with the 
Regional Office of the Commission for the region in 
which the offering is primarily conducted or proposed 
to be conducted. 


Paragraph (i) of Rule 146, as originally proposed, 
would have required the filing of Form 146 within 10 
days after the first sale of securities in any offering 
effected in reliance on Rule 146. In addition, a second 
Form 146 would have been required to have been filed 
within 10 days after termination of any such offering 
or, in those cases where an offering continued for a 
period greater than one year, annually within 10 days 
after each anniversary date of the first sale of 
securities in such offering. As adopted, paragraph (i) 
requires that the Form 146 with respect to any par- 
ticular offering need be filed only once and that filing 
is required at the time of the first sale of securities in 
any offering effected in reliance on Rule 146. 


The original exemption from the filing requirement for 
offerings which total, cumulatively, less than $50,000 
during any twelve-month period has been continued. 


As adopted, Section 146 of the Commission’s rules 
regarding forms prescribed under the Securities Act of 
1933 has been revised from that originally proposed in 
order to reflect the changes in Rule 146(i) described 
above. 


In light of the changes described above, both Rule 146 
and new Section 146 have been revised, as adopted, to 
make explicit the requirement that a new Form 146 
must be filed in order to reflect any material changes 
in the information contained on any prior Form 146 
with respect to an offering. 


As adopted, Form 146 has been substantially revised 
and shortened from the original proposal; this action 
has been taken in order to lessen any burden upon 
those filing the form while at the same time making 
available to the Commission and the public that 
minimum of information which will permit the 
Commission to monitor the use of Rule 146 while 
giving further evaluation to the information which 
should be required on Form 146. 


The form now consists of three items, as opposed to 


the originally proposed seven. Information required 
by the form, as adopted, includes: 
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(i) basic information regarding the issuer 
and its chief executive officer or natural 
persons who are the issuer’s general part- 
ner(s), promoter(s), or controlling per- 
son(s); 


(ii) names and addresses of organizers, 
promoters, and sponsors of, and offeree 
representatives involved in, the offering; 


(iii) the title and dollar amount of exist- 
ing and planned sales of the security in the 
offering; and 


(iv) the existence of prior filings by the 
issuer with the Commission. 


The information required by (iv) above will assist the 
Commission and the public in determining the extent 
of the use of Rule 146 by particular issuers and 
otherwise facilitate the monitoring of such use. 
Further, such information will assist the Commission 
in its future deliberations regarding Form 146. 


Form 146, as revised, does not explicitly require the 
filing of information regarding underwriters, brokers, 
finders and other persons acting on behalf of the 
issuer in connection with the offering because, essen- 
tially, the inclusion of such terms is, in most cases, 
duplicative of the term ‘‘organizers, promoters and 
sponsors,’’ information regarding whom is required. 


STATUTORY BASIS AND EFFECTIVE DATE: 


Pursuant to the Securities Act of 1933, and particularly 
Sections 4(2) and 19(a) thereof [15 U.S.C. §77d(2) and 
§77sss(a)], the Commission amends §230.146 and 
adopts §239.146 of Chapter II of Title 17 of the Code of 
Federal Regulations, effective May 3, 1978, for offer- 
ings commencing on or after that date. The Com- 
mission finds that the changes reflected in the rules 
and form, as adopted, from those proposed for com- 
ment, are technical or generally have been subject to 
public comment, and that further notice and other rule 
making procedures pursuant to the Administrative 
Procedure Act are not necessary. 


The text of the rules and form are as follows: 


§230.146 Transactions by an issuer deemed not to 
involve any public offering. 





(i) Report of offering. At the time of the first sale of 
securities in any offering effected in reliance on this 
rule the issuer shall file three copies of a report on 
Form 146 with the Commission at the Commission’s 
Regional Office for the region in which the issuer’s 
principal business operations are conducted or 
proposed to be conducted in the United States. The 
copies of such report with respect to an issuer having 
or proposing to have its principal business operations 
outside the United States shall be filed with the 
Regional Office for the region in which the offering is 
primarily conducted or proposed to be conducted. No 
report need be filed for any offering or offerings in re- 
liance on Rule 146 the proceeds of which total, cumu- 
latively, less than $50,000 during any twelve-month 
period. If any material change occurs in the facts set 
forth on the report on Form 146 filed with the Com- 
mission, the person who filed the statement shall 
promptly file with the Commission, at the Regional 
Office of the Commission in which the original report 
on Form 146 was filed, three copies of an amended 
Form 146 disclosing such change. 





§239.146 Form 146, report by issuer of sales of 
securities pursuant to §230.146 of this chapter. 


Three copies of this form shall be filed with the Com- 
mission at the time of the first sale of securities in any 
offering of securities effected in reliance upon Rule 
146 (§230.146 of this chapter). No report need be filed 
for any offering or offerings in reliance on Rule 146 the 
proceeds of which total, cumulatively, less than 
$50,000 during any twelve-month period. If any 
material change occurs in the facts set forth on the 
report on Form 146 filed with the Commission, the 
person who files the statement shall promptly file with 
the Commission, at the Regional Office of the Com- 
mission in which the original report on Form 146 was 
filed, three copies of an amended Form 146 disclosing 
such change. (Secs. 4(2), 19(a), 48 Stat. 77, 85; Secs. 
203, 209, 48 Stat. 906, 908; Sec. 12, 78 Stat. 580; 15 
U.S.C. 77d(2), 77s(a)). 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 20549 
FORM 146 


REPORT OF OFFERING MADE IN RELIANCE 
UPON RULE 146 


1. (a) Name, address, and telephone number (in- 
cluding area code) and date and state (or other juris- 
diction) of incorporation or organization of the issuer 
of the securities offered and sold; 


(b) Type of business (check one). 


Oil/Gas 
(specify) 


Real Estate 


Other 


(c) Full name of chief executive officer, general part- 
ner(s), promoter(s) and controlling person(s). 


Instruction: If the general partner(s), promoter(s) or 
controlling person(s) is (are) not a natural person(s), 
so state and provide similar information for a natural 
person(s) having primary responsibility for the affairs 
of the issuer. 


(d) Names and addresses of all organizers, pro- 
moters and sponsors of, and of all offereee represen- 
tatives (as that term is defined in Rule 146(a)(1)) 
involved in, the offering reported on this form, indicat- 
ing the capacity in which they acted. 


2. With respect to securities sold or to be sold in 
this offering in reliance upon Rule 146, state the title 
of the class and the aggregate dollar amount of sales 
to date and sales to be made in the future in this 
offering. 


Instruction: As to any securities sold or to be sold 
other than for cash or partly for cash and partly for 
other consideration, state the nature of the transaction 
and the source and aggregate amount of consideration 
received or to be received by the issuer. 


3. Has the issuer made any previous filings with the 
Securities and Exchange Commission under 


Rule 146 (if so, specify the number of such filings)? 
Yes No 

The Securities Act of 1933 or the Securities Ex- 

change Act of 1934 as an issuer of securities? 
Yes No 


Pursuant to the requirements of Rule 146 under the 
Securities Act of 1933, the issuer has duly caused this 
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report to be signed on its behalf by the undersigned 
officer or person acting in a similar capacity. 


Date of Report 





(Issuer) 





(Signature) 


instruction: Print the name and title of the signing 
representative under his signature. At least one copy 
of the report shall be manually signed. Any copies not 
manually signed shall bear typed or printed signa- 
tures. 


Attention: Intentional misstatements or omissions of 
facts constitute Federal criminal violations (See 18 
U.S.C. 1001). 





SECURITIES ACT OF 1933 
Release No. 5913/March 6, 1978 


PRIVATE PLACEMENT EXEMPTIVE RULE 


AGENCY: Securities and Exchange Commission. 


ACTION: Notice of proposed rulemaking. 


SUMMARY: The Commission reasserts the ‘‘non-ex- 
clusive’’ nature of its private placement exemptive 
rule and proposes to amend it to prohibit persons who 
receive compensation from the issuer in connection 
with the offering from also serving as an offeree rep- 
resentative and to revise the disclosure requirements 
when an offering is for less than $500,000. This action 
is being taken because of the response to the Com- 
mission’s invitation to comment about the operation of 
the rule. 


DATES: Comments must be received on or before 
April 7, 1978. 


ADDRESS: Comments should refer to File No. S7-730 
and should be submitted in triplicate to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. 


FOR FURTHER INFORMATION CONTACT: Richard 
K. Wulff, Division of Corporation Finance, Securities 
and Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549, (202) 755-1240. 
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SUPPLEMENTARY INFORMATION: Section 4(2) of 
the Securities Act of 1933 [15 U.S.C. 77a et seq.] pro- 
vides that offers and sales of securities by an issuer 
not involving any public.offering are exempt from the 
registration provisions of the Act. Rule 146 [17 CFR 
230.146] provides objective standards for determining 
when the exemption is available. The main condition 
of the rule require that (1) there be no general 
advertising or soliciting in connection with the 
offering; (2) offers be made only to persons the issuer 
reasonably believes have the requisite knowledge and 
experience in financial and business matters or who 
can bear the economic risk; (3) sales be made only to 
persons as described above except that persons meet- 
ing the economic risk test must also have an offeree 
representative capable of providing the requisite 
knowledge and experience; (4) offereees have access 
to or be provided information comparable to that 
elicited through registration; (5) there be no more than 
35 purchasers in the offering; and (6) reasonable care 
be taken to ensure that the securities are not resold in 
violation of the Act’s registration provisions. 


BACKGROUND 


On December 6, 1976, the Commission published 
Securities Act Release No. 5779 [41 FR 53808] to re- 
quest public comment about the operaton of Rule 146 
and whether it should be retained, revised or rescind- 
ed. Moreover, specific recommendations for amend- 
ments to the rule were sought. The request was 
prompted by criticism that the rule has hindered the 
investment of venture capital and has facilitated the 
fraudulent offering of certain types of securities. In 
response to the Commission’s invitation, approximate- 
ly 50 letters were received. On the basis of this 
information and its own review of the rule, the 
Commission believes that the existing rule should be 
retained essentially as structured, although two modi- 
fications should be proposed. In addition, the Com- 
mission is using this opportunity to emphasize the 
“*non-exclusive’’ nature of Rule 146 and that issuers 
may rely on the exemption provided by Section 4(2) of 
the Act by complying with relevant administrative and 
judicial criteria. in related action announced today, 
the Commission has adopted an amendment to Rule 
146 requiring a notification when issuers rely upon the 
rule, and has issued a release announcing the conduct 
of public hearings regarding the effects of Commission 
rules and regulations on the ability of small businesses 
to raise capital and the impact on small businesses of 
disclosure requirements under the securities acts. See 
Rules and Regulations in this issue at page _, Securi- 
ties Act Release No. 33-5912 (March 3, 1978), and Pro- 
posed Rules in this issue at page  , Securities Act 
Release No. 33-5914 (March 6, 1978). 


The majority of the comments received favored reten- 
tion of Rule 146 and, contrary to the criticism noted in 





the invitation to comment, did not indicate that the 
rule impedes the flow of venture capital or facilitates 
the fraudulent offering of securities. Very little 
information was received concerning the volume of 
transactions effected under the rule, although the 
comments do indicate that the rule is used or at least 
followed as a guideline. Many recommendations for 
amendments to the rule were made, but most were re- 
petitive of comments received prior to the rule’s adop- 
tion,1 or are of such a nature that in the Commis- 
sion’s view revision is not warranted at this time. 


NON-EXCLUSIVE NATURE OF RULE 146 


The development of Rule 146 was prompted by a need 
to create greater certainty in the application of the 
Section 4(2) exemption. When the rule was adopted, 
the Commission indicated its belief that it should deter 
reliance on the private offering exemption for 
securities offerings to persons unable to fend for 
themselves in terms of obtaining and evaluating in- 
formation about an issuer and, in certain situations, of 
assuming the risk of the investment. In drafting the 
rule, the Commission carefully considered the legis- 
lative history, statutory language, judicial decisions 
and its own interpretations of Section 4(2). The rule 
incorporates the basic criteria enunciated by the 
United States Supreme Court in ‘‘S.E.C. v. Ralston 
Purina Co.’’2 as necessary to establish the availability 
of the private offering exemption. These criteria are 
whether the offerees need the protection afforded by 
the Act as evidenced by their access to the same kind 
of information as registration would elicit as well as 
whether they are able to fend for themselves. In its 
provisions regarding the manner of offering, the 
nature of the offerees, access to or furnishing of in- 
formation about the issuer, limitations on the number 
of purchasers and limitations on the subsequent dis- 
position of securities acquired in the offering, the rule 
reflects the major areas deemed important to the 
private offering exemption by the Commission and the 
Courts. But the rule is not a restatement of the case 
law under Section 4(2). In some ways it is more re- 





TSecurities Act Release No. 5487 (April 23, 1974) (39 


FR 15266); Securities Act Release No. 5430 (October 
10, 1973) (38 FR 28951). These releases contain a 
consideration of many of these comments. There is 
nothing in the present comments or in the Commis- 
sion’s experience that demonstrates a different result 
should be reached from that explained in the earlier 
releases. 


2346 U.S. 119 (1953). 


Strictive, in others less restrictive than the cases. For 
example, in its consideration of access to information 
under Rule 146, the Commission clearly stated its view 
that an offeree would not have to be an insider such as 
an officer or director of the issuer in order to have 
access to information, which under the rule can exist 
only by virtue of an offeree’s position with the issuer, 
i.e., an employment or family relationship or economic 
bargaining power enabling him to obtain information 
from the issuer in order to evaluate the merits and 
risks of the investment. At least in part, this provision 
of the rule was in response to the holding in ‘‘S.E.C. 
v. Continental Tobacco Co.’’3 that offerees must have 
a relationship with the issuer giving access to the kind 
of information that registration would disclose.4 


When Rule 146 was adopted, commentators voiced 
concern that the rule would become the only method of 
establishing the private placement exemption. For this 
reason, the Commission included Preliminary Note 1 
to the rule which clearly asserts the ‘‘non-exclusive’’ 
nature of the rule, thus preserving the broader 
statutory exemption of Section 4(2). Nonetheless, 
commentators have resurrected this criticism of the 
rule and point to two recent judicial decisions of the 
Fifth Circuit Court of Appeals which they believe 
demonstrate a penchant to supplant the broad statu- 
tory exemption with the narrower criteria of Rule 146. 


“Woolf v. S.D. Cohn & Co.” involved a suit to re- 
cover amounts paid for convertible debentures un- 
registered under the Act in reliance upon the Section 
4(2) exemption. The Court was unable on the basis of 
the record to determine if the exemption was available 
and remanded the case for further proceedings. None- 
theless, the case has received considerable attention 
because of two points discussed therein. The first 
point involves a clarification of the Continental 
Tobacco holding noted above. The Court explained 
that under that case offerees would not have to have 
‘‘insider’’ status in order for the Section 4(2) exemp- 
tion to be available, but rather stands for the pro- 
position that disclosure is by itself not enough to 
establish the private offering exemption. The second 
point in the. opinion which has become somewhat 
controversial is the Court’s consideration of Rule 146 
as ‘‘a useful frame of reference to an appellate court in 





3463 F.2d 137 (5th Cir. 1972). 


4id. at 158. 


5515 F.2d 591 (5th Cir. 1975), vacated on other 
grounds, 426 U.S. 944 (1976). 
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assessing the validity of Section 4(2) exemptions 
claimed’’ and ‘‘that practitioners will be unwilling to 
stray from the safe harbor the rule apparently af- 
fords.’"6 But the Court does recognize the ‘‘non-ex- 
clusive’’ nature of the rule and, in spite of its 
reference to it, the analysis in the opinion does not 
superimpose Rule 146 over Section 4(2). The Court’s 
analysis begins with Ralston Purina and whether the 
offerees need the Act’s protection, their knowledge, 
whether they are able to fend for themselves and their 
access to the kind of information which registration 
would disclose. In considering the law of the circuit, 
the Court begins with ‘‘Hill York Corp. v. American 
International Franchises, Inc.’’? which finds the 
important factors to the Section 4(2) exemption to be 
the number of offerees and their relationship to each 
other and the issuer, the number of units offered, the 
size of the offering and the manner of offering.8 Hill 
York also requires that offerees have information equi- 
valent to that which registration would disclose and 
that offeree sophistication alone is not enough to 
establish the exemption. The next case discussed is 
Continental Tobacco, which as previously noted stands 
for the proposition that disclosure alone is not enough 
to establish the exemption.9 In conclusion, the Court 
indicated doubt that the subject offering qualified 
under Section 4(2) mainly due to the information 
provided offerees but remanded the case for further 
consideration. The Court was also uncertain about the 
number of offerees involved and the manner of the 
offering which it characterized as impersonal. All of 
these elements appear in the case law the Court dis- 
cussed without consideration of Rule 146. 


The second case which has engendered concern 
among the commentators is ‘‘Doran v. Petroleum 
Management Corp.,’’19 a rescission action brought 





Sid. at 612. 


7448 F.2d 680 (5th Cir. 1971). 


8515 F.2d at 609, quoting from 448 F.2d at 688-89. 


it is at this point that references to Rule 146 and its 
differences from the case law in the circuit are noted. 
For example, the Court states that, while Hill York 
indicated that offeree sophistication is not enough, 
Rule 146 requires such sophistication even though by 


itself it will not support a claim to the protection of the 
rule. 


10545 F.2d 893 (5th Cir. 1977). 
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by a purchaser of a limited partnership interest in an 
oil drilling venture offered in reliance upon Section 
4(2) of the Act. Again, the Court remanded the case 
because of inadequate findings of fact on issues it 
deems important to a proper claim to the exemption, 
i.e., furnishing information to offerees comparable to 
that elicited through registration or that offerees had 
access to such information. The Court’s analysis 
begins with the four factors deemed important to the 
exemption, i.e., ‘‘the number of offerees and their re- 
lationship to each other and the issuer, the number of 
units offered, the size of the offering, and the manner 
of the offering.’’""1 While not exhaustive of any in- 
quiry concerning a claimed exemption under Section 
4(2), the Court did believe that three of these guide- 
posts were satisfied under the facts, i.e., all except the 
number of offerees and their relationship to each other 
and the issuer. This factor in the Court’s view is 
important in determining the magnitude of the 
offering as well as the characteristics and knowledge 
of the offerees. While the Court agreed that the 
offerees in the instant case were sophisticated, it re- 
asserted the holding in Hill York that this alone will 
not support the exemption, stating ‘‘there must be 
sufficient basis of accurate information upon which the 
sophisticated investor may exercise his skills;’’'© and 
indicated that all offerees must have available the in- 
formation which a registration statement would have 
afforded. In consideration of the requirement of avail- 
able information which the Court indicated was a well 
established sine qua non for the exemption, it directed 
the lower Court on remand to keep in mind that avail- 
ability means ‘‘either disclosure of or effective access 
to the relevant information.”"'3 But that when 
““access’’ alone is claimed, the relationship between 
the issuer and the offeree and the latter’s sophistica- 
tion are critical. The Court emphasized that the avail- 
ability issue is a disjunctive requirement pointing to 
other Circuit Court decisions'4 and stating that the 
Fifth Circuit cases are not inconsistent with this posi- 





11545 F.2d at 900. 


1214. at 903. 


131g. at 904. ‘‘Access’’ the Court defined as a rela- 
tionship based on such factors as employment, family, 
or economic bargaining power which would enable the 
offereee to obtain such information. See Rule 146(e). 


14*«Gilligan, Will & Co., v. $.E.C.,’’ 267 F2d 461 (2d 
Cir. 1959), cert. denied. 361 U.S. 896 (1960); ‘‘S.E.C. 
v. Tax Service, Inc.,’’ 357 F.2d 143 (4th Cir. 1966). 





tion.5 While reemphasizing that Rule 146 is not the 
exclusive manner of establishing the private offering 
exemption, the Court did find appealing the rule’s dis- 
junctive approach to the requirement of available in- 
formation. 


It appears to the Commission that the commentators’ 
concern over Rule 146 becoming the exclusive means 
of establishing the Section 4(2) exemption is not well 
founded under the Woolf or Doran holdings. In both 
instances the Court clearly stated the ‘‘non-exclusive’’ 
nature of the rule. While Doran does find the rule 
useful on the access to information issue, this part of 
the discussion is also heavily based on case law and 
the Court’s analysis of it. The admonition in Woolf to 
practitioners regarding Rule 146 impresses the Com- 
mission as sound and recommends that issuers con- 
sider the rule when developing a private offering and 
to take advantage of the safe harbor it provides. How- 
ever, the Commission wishes to reassert the ‘‘non-ex- 
clusive’’ nature of Rule 146. As stated in Preliminary 
Note 1 to the rule, the Commission deems the rule to 
be a method of establishing the exemption in Section 
4(2) of the Act. It is not the intention of the 
Commission that it be the only way to establish the 
exemption. Issuers may rely on current administrative 
and judicial interpretations of the exemption without 
regard to Rule 146. The Commission is also relocating 
this portion of Preliminary Note 1 under subdivision 
(b) of the Rule. 


PROPOSED AMENDMENTS 
Rule 146(a)(1)—Offeree Representative 


Subparagraph (a) of Rule 146 presently provides a de- 
finition of an offeree representative who may serve as 
an advisor to offerees under certain circumstances. 
The concept of the offeree representative was de- 
signed to ensure that offerees have access to the same 
kind of information as registration elicits as well as 
understand it and consequently be able to fend for 
themselves. The definitional provisions exclude 
certain persons from serving as offeree represen- 





the Court also took the opportunity to explain that 
in Continental Tobacco neither actual disclosure nor 
access to information was shown and that the holding 
in the case does not require access and disclosure 
where sophisticated investors are involved. Similarly, 
the Court analyzes the Woolf decision noting that it 
does not impose more stringent requirements on this 
issue than Rule 146. 


tatives and prescribe that disclosure be made to the 
offeree about a representative’s material relationships 
with the issuer. Consequently, an offeree represen- 
tative could have a material relationship with the 
issuer and still serve an offeree as long as he discloses 
the facts and acts in the best interests of the offeree. 
Such a material relationship does exist when a person 
agrees to act for the issuer in the placement of the 
securities being offered. In this situation, there is the 
possibility of a conflict in interest. Disclosure of the 
offeree representative’s agreement with the issuer 
may not be enough to eliminate this possibility, since 
it appears that a person who agrees to place the se- 
curities for an issuer owes his main loyalties to the 
issuer. While not necessarily inconsistent with the 
interests of an offeree, the Commission believes that 
such a person should not also represent the offeree. 
Consequently, Rule 146 is proposed to be amended so 
that a person receiving compensation directly or in- 
directly from an issuer in connection with an offering 
effectuated in reliance upon the rule would not qualify 
as an offeree representative. 


Rule 146(e)—<Access to or furnishing of information 


Subparagraph (e) of Rule 146 requires that an offeree 
have access to the same kind of information as re- 
quired under the Securities Act or that the offeree or 
his representative be furnished such information. The 
rule specifies the type of information required to be 
furnished. In the light of its review of the rule and the 
comments from the public, the Commission believes 
that the information requirements of the rule may be 
relaxed in one situation without compromising the 
protection of investors. Under the proposed amend- 
ment, the information required by Schedule | of Regu- 
lation A [17 CFR 239.90] could be substituted for that 
presently required if the offering is for $500,000 or 
less. This proposal, if adopted, should make it easier 
for more issuers to take advantage of Rule 146. 


The Commission notes that many commentators dis- 
approved of the disclosure requirements under the 
rule recommending less stringent criteria. When Rule 
146 was adopted, the Commission stated its view that 
the important concepts to a determination of a 
non-public offering are access to the same kind of 
information that registration would disclose and the 
offerees’ ability to fend for themselves, thus not need- 
ing the protection afforded by registration. While 
access to information can result only by virtue of the 
offeree’s position with respect to the issuer, an offeree 
may be able to fend for himself in spite of the fact that 
he has no position vis-a-vis the issuer. As a practical 
matter, this possibility can occur only when the offeree 
is provided with information tantamount to that 
elicited through the registration process. Conse- 
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quently, no further revision of this provision is being 
proposed at this time. 

TEXT OF THE PROPOSED AMENDMENTS 
(ATTENTION: The text of the following proposed 
amendments uses ®<@ arrows to indicate additons 


and [___] brackets to indicate deletions.) 


It is proposed to amend 17 CFR Chapter I! by revising 
§230.146 to read as follows: 


§230.146 Transactions by an issuer deemed not to in- 
volve any public offering. 


(a) eee 
(1) eee 
(i) een 
P (ii) Does not receive compensation directly or in- 
directly from the issuer in connection with the offering 


being made in reliance upon this rule; < 


[(ii)] PB (iii) << 
[ (iii)] PB (iv) 


[(iv)] »  (v) 


<q*** 
| zee 


(1) ree 
(2) Transactions by an issuer which do not satis- 
fy all of the conditions of this rule shall not raise any 


presumption that the exemption provided by Section 
4(2) of the Act is not available for such transactions. <4 


(1) 
(ii) 


(c) Notwithstanding paragraph (e)(1)(ii)(a) and (b) 
of this section exhibits required to be filed with the 
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Commission as part of a registration statement or 
report need not be furnished to each offeree or offeree 
representative if the contents of the exhibits are 
identified and such exhibits are available pursuant to 
paragraph (e)(2) of this section; [and] 


P(d) If the aggregate sales price of all securities 
offered in reliance upon this rule does not exceed 
$500,000, the information requirements of paragraph 
(e)(1)(ii) may be satisfied by furnishing the disclosure 
required by Schedule | of Regulation A under Section 
3(b) of the Act; and < 


* * 


[Secs. 4, 19, 203, 209, 48 Stat. 77, 85, 906, 908; sec. 
6, 68 Stat. 684; sec. 12, 78 Stat. 580; sec. 308(a)(2), 90 
Stat. 57; 15 U.S.C. 77d(2), 77s(a). } 


By the Commission. 


George A. Fitzsimmons 
Secretary 


March 6, 1978 





SECURITIES ACT OF 1933 
Release No. 5914/March 6, 1978 


SECURITIES EXCHANGE ACT of 1934 
Release No. 14529/ March 6, 1978 


EXAMINATION OF THE EFFECTS OF RULES AND 
REGULATIONS ON THE ABILITY OF SMALL BUSI- 
NESS TO RAISE CAPITAL AND THE IMPACT ON 
SMALL BUSINESSES OF DISCLOSURE REQUIRE- 
MENTS UNDER THE SECURITIES ACT 


AGENCY: Securities and Exchange Commission. 


ACTION: Publication of issues to be considered at 
hearings and order of hearings, and solicitation of 
written submissions and requests for oral presenta- 
tions. 


SUMMARY: In Securities Act Release No. 5889 
(December 14, 1977) (42 FR 64163), the Commission 
announced that it would hold public hearings 





concerning the effects of its rules and regulations on 
the ability of small businesses to raise capital and the 
impact on small businesses of the disclosure require- 
ments under the Securities Act. The Commission has 
today published a list of issues to be considered at the 
hearings. The Commission has also published an 
order which specifies procedures for the hearings. 


DATES: Hearings will commence on April 11, 1978, 
in Washington, D.C.; on April 18, 1978, in Los 
Angeles, California; on April 25, 1978, in Denver, 
Colorado; on May 2, 1978 in Atlanta, Georgia; on May 
9, 1978, in Chicago, Illinois; and on May 16, 1978, in 
Boston, Massachusetts. Specific times and room loca- 
tions will be determined later and may be obtained by 
phoning or writing those persons listed below. The 
hearing record for these proceedings will remain open 
until June 1, 1978, unless extended by the Com- 
mission. 


ADDRESSES: Interested members of the public may 
comment on the following proposals through oral pre- 
sentations (for which a prepared text is required), 
written submissions, or both. Any written sub- 
missions not prepared in connection with an oral pre- 
sentation should be submitted in triplicate to George 
A. Fitzsimmons, Secretary, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549 and should refer to File No. S7-734. 


All witnesses desiring to make oral presentations 
should submit copies of their prepared statements to 
the Commission office in the city in which they wish to 
testify and such materials should be directed to the 
attention of those persons listed below. 


All written submissions, including the written texts 
submitted in connection with oral presentations and 
the transcripts of such oral presentations, will be 
available for public inspection at the Commission’s 
Public Reference Room, 1100 L. Street, N.W., 
Washington, D.C. 20549 and at the following Regional 
Offices of the Commission: 10960 Wilshire Boulevard, 
Suite 1710, Los Angeles, California 90024; Two Park 
Central, Room 640, 1515 Arapahoe Street, Denver, 
Colorado 80202; 1375 Peachtree Street, N.E., Suite 
788, Atlanta, Georgia 30309; Everett McKinley 
Dirksen Building, 219 South Dearborn Street, Room 
1204, Chicago, Illinois 60604; 150 Causeway Street, 
Boston, Massachusetts 02114. 


FOR FURTHER INFORMATION CONTACT: Paul A. 
Belvin or John A. Granda, Office of Disclosure Policy 
and Proceedings, Division of Corporation Finance, 
Securities and Exchange Commission, Washington, 
D.C. 20549 (202/755-1750 or 202/376-8090); or the 
following persons located at the Commission's 
Regional Offices; James W. Mercer, 10960 Wilshire 
Boulevard, Suite 1710, Los Angeles, California 90024, 
(213) 984-0011; William J. Klein, Two Park Central, 
Room 640, 1515 Arapahoe Street, Denver, Colorado 
80202, (303) 327-2071; Everett Leo Mast, 1375 
Peachtree Street, N.E., Suite 788, Atlanta, Georgia 
30309, (404) 257-4844; Dennis B. O’Boyle, Everett 
McKinley Dirksen Building, 219 South Dearborn 
Street, Room 1204, Chicago, Illinois 60604, (312) 
353-3378; Katherine W. Keane, 150 Causeway Street, 
Boston, Massachusetts 02114, (617) 223-2721. 


SUPPLEMENTARY INFORMATION: _ The public 
hearings which are scheduled to commence on April 
11, 1978, are for the purpose of giving the Commission 
the benefit of the views of interested members of the 
public with respect to the effects ‘of its rules and 
regulations on the ability of small businesses to raise 
capital and the impact on small businesses of the 
disclosure requirements under the Securities Act of 
1933 (‘‘Securities Act’’) [15 U.S.C. 77a et seq.,] and 
the Securities Exchange Act of 1934 (‘‘Exchange Act) 
[15 U.S.C. 78a et seq., as amended by Pub. L. 94-29 
(June 4, 1975)]. At the conclusion of these hearings, 
the Commission will determine whether it is necessary 
or appropriate in the public interest or for the pro- 
tection of investors to propose amendments to its rules 
and regulations or to recommend legislation to Con- 
gress. Persons interested in testifying or furnishing a 
written submission for the record should consult the 
procedural instructions contained under the heading 
‘*Procedures’’ at the conclusion of this release. 


Introduction 


A. Background 


The study of the problems confronting small 
businesses, while a topic of longstanding interest, has 
recently become the focus of considerable public 
attention. The wealth of concern for the wellbeing of 
that sector stems from the pivotal role it plays in the 
vitality of the general economy. The contribution of 
small businesses in supplying jobs, technical inno- 
vation, and generally in keeping our system competi- 
tive requires that unnecessary obstacles to their 
formation and growth be removed. 
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Recent Congressional hearings! and studies,2 studies 
by government agencies? and the professional litera- 
ture+ have attempted to isolate and analyze the 
factors which impede the success of small businesses. 
These investigations have shown that the small busi- 
ness problem is exceedingly complex. In large part, it 
appears that the obstacles faced by small businesses 
are the product of factors deeply rooted in the 
economic environment as well as taxation and 
regulatory policies which are outside the scope of the 
federal securities laws. Nevertheless, there have 
been suggestions that the Commission’s registration 
and periodic reporting requirements impose a 
relatively greater compliance burden on small 
companies than on large ones. Some have contended 
further that the net effect of these policies is to 
endanger the continued existence of smaller 
companies and to inhibit the formation of new enter- 
prises. 


This concern has given rise to legislative initiatives 
which would relax the federal securities laws and 
regulations promulgated thereunder as they relate to 





1 «Hearings on Small Business Access to Equity and 
Venture Capital’’ Before the Subcommittee on Capital, 
Investment and Business Opportunities of the House 
Committee on Small Business, 95th Cong., 1st Sess. 
(1977); ‘‘Hearings on the Economic Problems of Small 
Business” Before the Subcommittee on Energy and 
Environment of the House Committee on Small Busi- 
ness, 94th Cong., 2d Sess., (1977); ‘‘Hearings on the 
Overregulation of Small Business’’ Before the 
Subcomm. on Government Regulation of the Senate 
Select Comm. on Small Business, 94th Cong., 2d Sess. 
(1976). 


2 See, e.g., Doyle, ‘‘Foundations for a National Policy 
to Preserve Private Enterprise in the 1980’s’’; A Study 
Prepared for the Use of the Subcomm. on Economic 
Growth and Stabilization of the Joint Economic 
Comm., 95th Cong., ist Sess. (1977). 


3 See, e.g., U.S. Small Business Administration, “The 
Study of Small Business’’ (1977). 


4 See, e.g., ‘‘Legal Reforms for Small Business—A 
Symposium’’, 33 Bus. Law. 847 (1978). 


5 See, e.g., ‘‘Report of the SBA Task Force on 
Venture and Equity Capital for Small Business’’ (U.S. 
Small Business Administration, 1977). 
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small issuers.© The Commission has also been urged 
to take similar action by the Small Business Adminis- 
tration,’ venture capital groups, and a substantial 
number of professional commentators. 


In addition, The Report of the Advisory Committee on 
Corporate Disclosure cited a number of factors which 
suggest that a reduction in the reporting requirements 
under the Exchange Act, to lessen their impact on 
small businesses, may be warranted.’ First, the cost 
data collected in the Advisory Committee’s survey of 
publicly held companies indicates that the burden of 
reporting weighs more heavily on small than large 
companies. Second, data from the Advisory Com- 
mittee’s studies and consultations with information 
disseminators revealed that institutional investors and 
their advisers evidence little or no interest in the 
securities of small companies. Third, it did not 
appear that the reduction of reporting would adversely 
affect the possibility that smaller companies will 
attract analyst interest. 2 This was thought to be the 
case because it would be possible for companies to 
voluntarily meet a higher disclosure standard if that 
were perceived as necessary and because the limited 
nature of investor interest in small companies 
appeared to be unrelated to the amount or quality of 
disclosure. 





6 See, e.g., H.R. 10717, 95th Cong., 2d Sess., which 
would raise the ceiling in Section 3(b) of the Securities 
Act from $500,000 to $3,000,000 and liberalize Rules 
144 and 146. See also, H.R. 9549, 95th Cong. 1st 
Sess., S. 2305, 95th Cong., ist Sess.; S. 1815, 95th 
Cong., ist Sess. 


7 U.S. Small Business Administraton, supra note 3, at 
20. 


8 See, e.g., Casey, ‘SEC Rules 144 and 146 Re- 
visited’, 43 Brooklyn L. Rev. 571 (1977). 


9 Report of «ne Advisory Committee on Corporate Dis- 
closure (1977), at 511 (1977). It should be noted that 
the Advisory Committee focused only on the 1934 Act 
because of its awareness of the continuing efforts of 


the Commission to develop less burdensome 1933 Act 
registration procedures. Id., at 512, n. 1. 


10 td., at 513. 
11 Id. at 514. 
12 Id. at 519. 


13 ig, 





The Advisory Committee recognized that further study 
was needed before a definitive conclusion could be 
reached because of ‘‘the sketchy nature of the 
evidence, the highly judgmental nature of an 
evaluation of the data’s implications, and particularly 
the difficulty of assessing the information needs of 
shareholders who do invest in these companies.’’14 
Accordingly, it recommended that public hearings be 
held to address the following issues: 


(1) Whether and, if so, to what extent, the Com- 
mission should attempt to define a category of ‘‘small 
companies” for the purpose of requiring less burden- 
some periodic reporting requirements? 


(2) Assuming that such a classification is desirable, 
how should it be defined? 


(3) Assuming that classification is desirable and de- 
finition possible, what reduction of periodic reporting 
requirements can occur consistent with the purposes 
of the Federal Securities Laws? 


The Advisory Committee clearly pointed out, however, 
that the protection of investors, through the disclosure 
to them of all material information necessary to an 
informed investment or corporate suffrage decision, 
should not be subordinated to other social and 
economic objectives, such as the encouragement of 
small business enterprises. '6 This hierarchy of objec- 
tives does not, however, foreclose the inquiry for the 
Committee also noted that the cost of compliance must 
be weighed in any evaluation of a disclosure policy. 

In their view, the ‘‘small company problem’’ possibly 
presents a situation where the compliance burden may 
be unduly expensive and where a reduction in Ex- 
change Act disclosure obligations might be achieved 
without an adverse effect on disclosure to investors. 


Similarly, a reduction in the amount or quality of dis- 
closure to be furnished to prospective investors in 
connection with the public offering of securities by 





at 520. 


at 520-521. 


at 309-310 and 511-512. 


at 317 and 512. 


at 512. 


small businesses and the liberalization for such issuers 
of the requirements for an exemption from the re- 
gistration provisions of the Securities Act involves an 
inherent conflict between protecting investors and 
facilitating the raising of capital. Thus, the creation of 
a simplified registration form for the public sale of 
securities by small businesses might eliminate 
necessary decisionmaking information, thereby under- 
cutting the objective of protecting investors through 
disclosure. Based on its reading of the legislative 
history of the federal securities laws, the Advisory 
Committee recommended that all such conflicts be re- 
solved in favor of assuring the availability of investor 
oriented information. It its view, ‘‘to the extent 
other objectives conflict they must give way.’’ 


Other observers, however, argue that in striking a 
balance between these objectives the Commission 
must give appropriate effect to the ‘‘public interest.’’ 
In their view, the public interest includes more than 
the protection of investors as such. It requires the 
Commission to look beyond these immediate interests 
and to take into consideration the welfare of the 
economy as a whole.“ Thus, while it is looking to the 
protection of prospective investors in dealing with 
small business, or big business for that matter, it must 
be careful not to erect such burdensome requirements 
as to discourage the raising of the capital necessary to 
the growth of business and industry. 


Particularly with the advent of the ‘140 series’’ of 
rules, many writers have espoused the view that the 
pendulum has swung too far in favor of investor pro- 
tection.24 While it is acknowledged that compliance 
with those rules does not pose a serious problem for 





19 Id. at 310. 


2 id. 


21 Gadsby, ‘‘The Securities and Exchange Commis- 
sion and the Financing of Small Businesses,’’ 14 Bus. 
Law. 144, 145 (1958). 


22 Id. 


23 Id. 


24 See, e.g., Coles, ‘‘Has Securities Law Regulation in 
the Private Capital Markets Become a Deterrent to 
Capital Growth: A Critical Review, 58 Marq. L. Rev. 1 
(1975). 
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large issuers, it is argued that they unnecessarily re- 
strict the ability of small business to raise capital. 


Moreover, it should be recognized that offerings of 
securities by small businesses range from those in 
which the issuer is a relatively seasoned company with 
concrete business prospects, to those in which the 
issuer has never done any business and the investor is 
entirely dependent upon the viability of a proposal and 
the good faith of the promoter. In connection with the 
specific issues to be dealt with at these hearings, the 
Commission requests that commentators and interested 
persons consider the significant issue of whether 
special safeguards for investors are necessary in the 
latter case, what these safeguards should be, as for 
example, an escrow or other control over the 
disposition of funds raised from public investors, and, 
if such safeguards should be provided, the standards 
for determining their applicability. 


For these reasons, among others, the Commission 
directed the staff to undertake consideration of 
possible revisions of its rules relating to registrations, 
small offerings, private placements and resales of 
securities which might be made to facilitate capital 
formation by small businesses and to lessen the 
overall burden in a manner consistent with the 
protection of investors. 6 





2 See, e.g., Carney, ‘‘Exemptions from Securities 
Registration for Small Issuers: Shifting from Full 
Disclosure—Part |: The Private Offering Exemption, 
Rule 146 and an End to Access for Small Issuers’’, 10 
Land and Water L. Rev. 507 (1975); Carney, 
“Exemptions from Securities Registration for Small 
Issuers: Shifting from Full Disclosure—Part II: The 
Intrastate Exemption and Rule 147, 11 Land and 
Water L. Rev. 161 (1976); Carney, ‘‘Exemptions from 
Securities Registration for Small Issuers: Shifting from 
Full Disclosure—Part Ill: The Small Offering 


Exemption and Rule 240, 11 Land and Water L. Rev. 
483 (1976). 


& Thus, the Commission, in a companion release, has 
today announced a proposed registration Form S-18 
under the Securities Act which would reduce the 
narrative and financial statement disclosure require- 
ments for sales of securities not exceeding three 


million dollars. Securities Act Release No. 5915 
(March 6, 1977) (_ FR ). The staff is also review- 
ing the desirability and feasibility of revising Rule 240 
[17 CFR 230.144] to increase the limitation on aggre- 
gate sales price of securities offered, of simplifying the 
Procedure for Regulation A offerings, and revising 
Rule 144. In response to its invitation for public 
comment, the Commission has also received the views 
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In addition, the Commission, in early 1977, began to 
examine how securities regulation affects the capital- 
raising ability of small technology-based businesses. 
Under an agreement with the Department of Com- 
merce’s National Bureau of Standards Experimental 
Technology Incentive Program (ETIP), the Commis- 
sion’s Directorate of Economic and Policy Research is 
studying the effect of present and proposed policies on 
small issuers, investors, broker-dealers and other 
economic agents in the venture capital industry. 7 


Because of the complexity of these issues and their 
importance to the administration of the securities 
laws, the Commission is seeking the views of 
interested members of the public in a broad 
re-examination of its rules as they relate to small 
businesses. This will assist the Commission in identi- 
fying specific issues and facilitate the participation of 
constituencies with the special expertise and data 
conducive to the appropriate resolution of these 
concerns. 





of interested persons on the operation of Rule 146 [17 
CFR 230.146], including the volume of transactions in 
reliance thereon and the practices issuers have utilized 
in complying with the Rule. Securities Act Release 
No. 5779 (December 6, 1976) (41 FR 53808). Ina 
separate release also published today the Commission 
proposed amendments to Rule 146 which would (1) 
prohibit persons who receive compensation from the 
issuer in connection with the offering from also 
serving as an offeree representative and (2) revise the 
disclosure requirements when an offering is for less 
than $500,000. Securities Act Release No. 5913 
(March 6, 1978) (_ FR). 


27 The first phase of this effort analyzes the principal 
rules, regulations and procedures that influence the 
flow of capital to new or recently established 
technology-based ventures. This will include investi- 
gation of Securities and Exchange Commission Regu- 
lation A and Rules 144, 145, 146, 147 and 240 in an 
effort to understand the workings of these rules and to 
determine the costs and benefits associated with their 
provisions. 


The second phase refines and tests the analytical 
models developed in phase one so that an approach to 
monitoring the effects of SEC regulation in venture 
capital markets can be established. The overall objec- 
tive is to institutionalize a monitoring system to pro- 
vide timely economic information to the Commission 
about the impact of regulatory activity on issuers and 
the investing public. It is anticipated that this ex- 
perimental system will require two years to complete. 





B. Regulatory Framework of the Federal Securities 
Laws As It Relates to Small Businesses 


A basic purpose of the federal securities laws is to pro- 
vide disclosure to investors of material financial and 
other information so that they might make informed 
investment and corporate suffrage decisions. 
Investors are apprised of this information, in connec- 
tion with a public offering of securities, through the 
Securities Act and, in connection with the trading of 
securities or the solicitation of proxies, through the 
Exchange Act. The two Acts are administered with a 
view to integrating their requirements in such a way 
as to provide a continuous system of corporate 
disclosure at the least possible social cost. 


1. Securities Act of 1933 


Absent an available exemption, the Securities Act re- 
quires that before securities may be offered for sale to 
the public a registration statement must be filed with 
the Commission disclosing prescribed categories of 
information. The securities cannot be sold until the 
registration statement becomes effective. In addition, 
prospective investors must be furnished with a pro- 
spectus containing the most significant information in 
the registration statement. 


While the Securities Act specifies the information to 
be included in a registration statement, the Commis- 
sion has the authority to prescribe appropriate forms 
and to vary the particular items of information re- 
quired to be disclosed. To facilitate the registration of 
securities by different types of issuers, the Commis- 
sion has adopted special registration forms which vary 
in their disclosure requirements so as to provide maxi- 
mum disclosure of the essential facts pertinent in a 
given type of offering while at the same time mini- 
mizing the burdens and expense of compliance with 
the law. In recent years, it has adopted certain short 
forms, notably Forms S-7 [17 CFR 239.26] and S-16 [17 
CFR 239.27], which do not require disclosure of 
certain matters already covered in reports and proxy 
material filed under provisions of the Exchange Act. 





28 In order to assist interested persons in understand- 
ing and responding to the issues set forth in Part I! of 
this release, a general discussion of the background, 
purpose and general effect of the federal securities 
laws, and the rules and regulations promulgated 
thereunder, which have a significant bearing on small 
businesses has been included. The full text of these 
laws and regulations should be consulted for a more 
complete understanding of their provisions. 


Small businesses are, however, generally unable to 
avail themselves of these forms because they either do 
not report under the Exchange Act or do not meet the 
earnings test prescribed for their use. Accordingly, 
Form S-1 [17 CFR 239.11], the Commission’s most 
extensive registration form, must ordinarily be used 
by small businesses who wish to register an offering of 
securities. 


The costs of registration on Forms S-1—the greatest 
portion of which appear to be for professional services 
required in order to prepare certified financial 
statements, attorneys’ preparation and review of 
documents to be filed with the Commission and the 
attendant printing costs—are particularly substantial 
for a small business. 


Because of this the Commission has, as indicated 
previously, proposed Form S-18 to provide a simplified 
form of registraton for non-reporting companies who 
seek to raise up to three million dollars. Nevertheless, 
even simplified registration may prove too costly or for 
other reasons may not meet the capital raising needs 
of small businesses. Thus, the exemptions from the 
registration requirements take on added significance 
for such enterprises. 


Congress recognized that there are certain situations 
‘‘where there is no practical need for . . [registration] 
or where the public benefits [therefrom] are too re- 
mote.’ Accordingly, a number of exemptions to 
the registration requirements are contained in the 
Securities Act. The exemptions which are typically 
most significant to small business are those provided 
by Sections 3(a)(11), 3(b) and 4(2).32 


Section 3(a)(11), commonly referred to as the ‘‘intra- 
state offering exemption,’’ exempts from the 





23 Development stage companies without a substantial 
operating history are currently required to register on 
Form S-2 (17 CFR 239.12). 


D See Report of the Advisory Committee on Corporate 
Disclosure (1977), at 28-29. 


31H. R. Rep. No. 85, 73rd Cong., 1st Sess. 5 (1933). 


2 It should be noted, however, that these sections do 
not provide an exemption from the anti-fraud provi- 
sions of the Securities Acts or from the civil liability 
provisions of Section 12(2) of the Securities Act or 
other provisions of the federal securities laws. 
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registration requirements of Section 5 of the Securities 
Act securities that are part of an issue offered and sold 
only to persons resident within a single state or terri- 
tory, if the issuer is a person resident and doing 
business within that state or territory. The legislative 
history reveals that the Congressional purpose under- 
lying that exemption was to permit local financing of 
companies primarily intrastate in character without 
registration.33 Thus, it was thought that by restrict- 
ing the offering to persons who are within the same 
locality as the issuer the protections afforded by 
registration would not be needed since, by virtue of 
their proximity, they are likely to be familiar with the 
issuers and protected by the state law governing the 
issuer. Accordingly, to satisfy the exemption, the 
entire issue must be offered and sold exlusively to 
residents of the state in which the issuer is resident 
and doing business. An offer or sale of part of the 
issue to a single non-resident will destroy the exemp- 
tion for the entire issue. 


The primary interpretative questions which have arisen 
in connection with attempts to comply with the 
intrastate offering exemption involve a determination 
of the statutory terms: (1) “part of an issue,” 
(2) “resident within,” and (3) doing business within. 
Rule 147 (17 CFR 230.147) was adopted to provide 
objective standards as to the meaning of those terms 
and thereby to facilitate compliance with Section 
3(a)(11). Thus, the intrastate offering exemption will be 
deemed available for offers and sales of securities tnat 
meet all the terms and conditions of the Rule. Those 
conditions are: (1) the issuer must be resident and 
doing business within the state or territory in which the 
securities are offered and sold (Rule 147(c)); (2) the 
offerees and purchasers must be resident within such 
State or territory (Rule 147(d)); resales for a period of 9 
months after the last sale which is part of an issue 
must be limited as provided in Rule 147(e) and (f). In 
addition, the Rule provides that certain offers and sales 
of securities by or for the issuer will be deemed not 
“part of an issue” for purposes of the rule only (Rule 
147(b)). 


The Commission is authorized under Section 3(b) of 
the Securities Act to exempt securities from 
registration if it finds that registration for these 
securities is not necessary to the public interest 
because of the small amount involved or the limited 





33 H.R. Rep. No. 85, 73d Cong., 1st Sess. 6-7 (1933). 
H.R. Rep. No. 1838, 73 Cong., 2nd Sess. 40-41 (1934). 
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character of the public offering.34 The Section 
imposes a maximum limitation of $500,000 upon the 
size of the issues which may be exempted by the Com- 
mission. Pursuant to this authority the Commission 
has adopted various exemptive rules and regulations, 
the most significant of which, from a small business 
standpoint, are Regulation A (17 CFR 230.251-264) and 
Rule 240 (17 CFR 230.240). 


Regulation A permits an issuer to obtain needed 
capital not in excess of $500,000 (including under- 
writing commissions) in any one year from a public 
offering of its securities without registration, provided 
specified conditions are met. Among other things, a 
notification and offering circular supplying basic infor- 
mation about the issuer and the securities offered must 
be filed with the regional office of the Commission for 
the region in which the issuer’s principal business 
operations are conducted. The offering circular must 
be furnished to prospective investors at or prior to the 
time the securities are offered for sale. 


Rule 240 provides a conditional exemption from 
registration for limited offers and sales of small dollar 
amounts of securities by small, closely-held 
businesses. It was adopted for the purpose of 
benefiting small businesses who do not have other 
exemptions, such as the intrastate or non-public 
offering exemption, available to them. The conditions 
which must be satisfied in order to use the Rule 
are: (1) the securities may not be offered or sold by 
any means of general advertising or general solicitation 
(Rule 240(c)); (2) no commission or similar remunera- 
tion may be paid for solicitation of prospective buyers 
or in connection with sales of securities (Rule 240(d)); 
(3) the aggregate sales price of all sales of securities 
in reliance on the Rule or otherwise without registra- 
tion under the Securities Act within the preceding 
twelve months may not exceed $100,000 (Rule 240(e)); 
(4) immediately before and after any transaction in 
reliance on the Rule the securities are owned by not 
more than 100 persons (Rule 240(f)); (5) the issuer 
must exercise reasonable care to assure that the pur- 





4 The House Committee report commenting on Sec- 
tion 3(b) stated that this power ‘‘is expected to be 
used only in a sparing manner.’’ H.R. Rep. No. 85, 
73d Cong. 1st Sess. 6-7 (1933). Subsequent efforts by 
the Commission to use its exemptive power, whether 
to ‘‘facilitate public financing by small business,’’ S. 
Rep. No. 1036, 83 Cong. 2d Sess. 8 (1954) or to reflect 
the effect of inflation, S. Rep. No. 1036, 82 Cong., 2d 
Sess. 3 (1954), have been met with some concern and 
skepticism. 





chasers of the securities are not underwriters (Rule 
240(g)); and (6) with a certain exception for an initial 
offering under Rule 240, a notice on Form 240 must be 
filed with the Commission’s Regional Office for the 
region in which the issuer’s principal business 
operations are conducted within ten days after the 
close of the first month in which a sale in reliance on 
the Rule is made (Rule 240(h)). 


Section 4(2), commonly referred to as the private- 
offering exemption, exempts from the registration 
requirements of Section 5 of the Securities Act trans- 
actions by an issuer which do not involve a public 
offering. The Supreme Court in the Ralston Purina%° 
case established the basic criteria to be considered in 
determining the availability of that exemption. The 
main consideration is whether the offerees need the 
protection afforded by the Securities Act as evidenced 
by whether the offerees have “access” to the same kind 
of information that registration would disclose and 
whether they are able to fend for themselves. The 
application of these criteria and other guidelines set for 
from time to time by the Commission and the courts 
was asserted to have created uncertainty about the 
availability of the exemption. In order to provide more 
objective standards for determination of the availability 
of the exemption and to enhance the protection of 
investors the Commission adopted Rule 146. 


Rule 146 provides that transactions by an issuer 
involving the offer or sale of its securities shall be 
deemed not to involve any public offering within the 
meaning of Section 4(2) of the Securities Act if they are 
part of an offering that meets all the conditions of the 
Rule. These conditions relate to limitations on the 
manner of offering (Rule 146(c)), the nature of the 
offerees (Rule 146(d)), access to or furnishing of 
information about the issuer (Rule 146(e)), limitations 
on the number of purchasers (Rule 146(g)), and limita- 
tions on the subsequent disposition of securities 
acquired pursuant to the rule (Rule 146(h)). When Rule 
146 is used as the basis for an exemption, there may be 
no general advertising or solicitation in connection 
with the offering; offers for sale may only be made to 
persons the issuer reasonably believes have the 
requisite knowledge and experience in financial and 
business matters or who can bear the economic risks; 
sales may only be made to such persons except that 
persons meeting only the economic risk test must also 
have an offeree representative capable of providing the 
requisite knowledge and experience; offerees must 
have access to or be provided information comparable 
to that required by Schedule A of the Act; the issuer 





% SEC v. Ralston Purina Co., 346 U.S. 119 (1953). 


must inform each offeree in writing that he must 
continue to bear the risk of the investment indefinitely 
since resale can only be effectuated through registra- 
tion or in an appropriate exemption under the Act; 
there may be no more than 35 purchasers in the 
offering; and reasonable care must be taken by the 
issuer to ensure that resales are not made in violation 
of the Act’s registration provisions which would 
include making inquiry to determine whether the 
purchaser is purchasing for his own account, 
legending certificates, issuing stop-transfer instruc- 
tions and having the purchaser agree in writing not to 
resell absent registration or suitable exemption. 


2. Securities Act of 1934 


Companies with a class of securities listed on a 
national securities exchange or those with total assets 
exceeding $1 million and a class of equity securities 
held of record by 500 or more persons must register 
those securities with the Commission under Sections 
12(b) or 12(g), respectively. Upon registration these 
companies become subject to, inter alia, the periodic 
reporting and proxy solicitation provisions of the 
Exchange Act. 


Section 13 of the Exchange Act requires issuers with 
securities registered pursuant to Section 12(b) or 12(g) 
to file annual, quarterly and current reports on Forms 
10-K (17 CFR 249.310), 10-Q (CFR 249.308(a)) and 8-K 
(17 CFR 249.308) respectively. These reports are for the 
purpose of keeping current the information contained 
in the issuers’ registration application or statement. 
Similar reports are required pursuant to Section 15(d) 
of certain issuers which have filed registration 
statements under the Securities Act which have 
become effective. 


Where proxies are solicited from holders of securities 
registered under Section 12, the Commission’s proxy 
rules require that those persons be furnished with a 
proxy statement disclosing all material facts 
concerning the matter(s) on which they are being asked 
to vote. Where proxies are not solicited with respect to 
a stockholder meeting, issuers with a class of 
securities registered under Section 12 must transmit an 
information statement, which is comparable to a proxy 
statement, to the holders thereof who are entitled to 
vote or give an authorization or consent in regard to any 
matter to be acted upon at the meeting. If a solicitation 
by management or the information statement relates to 
an annual meeting of security holders at which 
directors are to be elected, each proxy or information 
statement must be accompanied or preceded by an 
annual report to security holders which discloses 
certain basic information about the company, 
including audited financial statements for its latest 
fiscal year. 
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As a general matter, issuers required to file periodic 
reports with the Commission, whether by reason of 
their registration under Section 12 or pursuant to 
Section 15(d) of the Exchange Act, presently are 
required to provide essentially the same type and 
quality of information regardless of their size. 36 
Similarly, the present proxy solicitation and informa- 
tion statement provisions do not recognize differences 
among issuers by size. 


The Commission is authorized by Section 12(h) of the 
Exchange Act to exempt, in whole or in part, by rule or 
by order after notice and opportunity for hearing, any 
issuer or class of issuers from the registration require- 
ments of Section 12(g) of the Act as well as from the 
reporting and the proxy solicitation provisions. In so 
acting, the Commission may permit exemptions, upon 
such items and conditions and for such period as it 
deems necessary, or appropriate, if it finds, by reason 
of the number of public investors, amount of trading 
interest in the securities, the nature and extent of the 
activities of the issuer, income or assets of the issuer, 
or otherwise, that such an exemption “is not incon- 
sistent with the public interest or the protection of 
investors.” In addition, Section 13(c) of the Exchange 
Act authorizes the Commission to permit a class or 
classes of issuers to file, in lieu of Section 13(a) 
reports, “reports of comparable character.” Thus, the 
Commission has broad authority to classify issuers by 
appropriate criteria for the purpose of reducing the 
burden upon small issuers of the periodic reporting 
and proxy solicitation or information statement 
requirements. 


ll. Scope of Inquiry 


The Commission is interested in obtaining the written 
views of interested members of the public on the issuer 
set forth below. Commentators and/or witnesses 
should note that the issues listed below are not 
exclusive. Issues which are relevant to the general 
framework outlined herein may a!so provide a basis for 
written statements and may be considered at the 
hearings. 


In addition, commentators and/or witnesses may 
respond to any or all of the issues listed and general 
comment and/or testimony relating to the impact of 
the federal securities laws on small businesses is also 
solicited. 





% The only general exception concerns the financial 
information and auditing requirements for develop- 
ment stage companies filing Form 10-K. See Form 
10-K, Instructions to Financial Statements, Instruction 
8. 
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The general areas of inquiry to be addressed are: 


The Definition of a Small Business Issuer (questions 
1 to 3) 


Possible Revision of Disclosure Obligations 
(questions 4 to 20) 


Role of Underwriters, Accountants, Attorneys and 
Other Professionals in a Small Business Securities 
Offering (questions 21 to 33) 


Intrastate Offerings and Rule 147 (questions 34 to 
40) 


Regulation A (questions 41 to 51). 
Rule 240 (questions 52 to 60). 


Private Placements and Rule 146 (questions 61 to 
68). 


Generai (questions 69 to 75). 


As a separate project the staff is reviewing the 
desirability and feasibility of revising the volume limi- 
tation and rate of sale provisions set forth in Rule 
144(e).37 In this connection, the Directorate of 
Economic and Policy Research has a study underway 
which is designed to assess the market impact of these 
provisions. This should provide the data conducive to a 
thorough review of the necessity for such revisions. In 
addition, the staff has met on numerous occasions 
with various groups interested in bringing about 
changes in these provisions of the Rule and has 
received, directly or indirectly, numerous written 
proposals for their modification. Accordingly, in view 
of the considerable body of data and views which the 
staff has already received with respect to the Rule as 
well as the data to be developed by the Directorate’s 
study, it appears that the consideration of these issues 
in a public hearing covering a wide-ranging variety of 
concerns would not materially advance their 
resolution. 





T in brief, Rule 144 provides that any affiliate or other 
person who sells restricted securities (as defined in 
Rule 144 (a)(3)) of an issuer for his own account, or 
any person who sells restricted or any other securities 
for the account of an affiliate of the issuer, is not 
deemed to be engaged in a distribution of the 
securities, and therefore is not an underwriter as de- 
fined in Section 2(11) of the Securities Act, if the secu- 
rities are sold in accordance with all the terms and 
conditions of the Rule. 





In responding to specific issues, interested persons 
should frame their comments and proposals in 
response thereto to cover the following: 


(1) What are the principal cost and benefit items of the 
present rules and any proposals suggested for their 
modification. Can these items be quantified. If not, 
why? 


(2) Are the proposed changes within the Commis- 
sion’s existing grant of authority or will additional 
legislation have to be enacted? 


(3) What will be the effect on private rights of action 
under the liability provisions of the federal securities 
laws as a result of any proposed changes? Will those 
liability provisions have to be modified in order to make 
any proposed change effective? 


(4) With reference to the exemptive rules discussed in 
questions 34 through 68, what is the use of each of the 
rules among small issuers? Do the rules do what they 
were supposed to do? What else do the rules do or 
should they do? Identify any positive or negative side 
effects resulting from the availability of the rules. 


A. The Definition of a Small Business Issuer 


As indicated in Part |.B. of the release, the concepts of 
classification and differentiation of issuers, for both 
registration and reporting purposes, are already 
recognized in the federal securities laws. Because the 
Commission has never undertaken the broad classifi- 
cation or differentiation of issuers on the basis of their 
size there is little empirical evidence available upon 
which to estimate what impact such a step might have 
or, indeed, what factors the Commission should utilize 
in assessing the impact upon the public interest and 
the protection of investors.38 Accordingly, this initial 
question the Commission must consider is whether, 





B in recent years, the development of the efficient 
market hypothesis has led some observers to suggest 
that, because the market readily absorbs investment 
information or perhaps even anticipates such informa- 
tion, little if any impact would result if registrants 
were not required to publicly file financial and other 


information with the Commission. Because of limita- 
tions in obtaining the required data, however, most 
empirical studies have been confined to securities 
listed and traded on exchanges, which comprise a very 
small portion of the companies registered with and 
reporting to the Commission. Thus, it seems likely 
that if the efficient market hypothesis is valid at all, it 
is valid only with respect to those largest companies 


and, if so, to what extent, establishment of a category 
of “small business” should be undertaken to reduce 
the compliance burden of the federal securities laws on 
that resulting group and to facilitate their ability to 
raise capital. 


In light of the foregoing, the Commission invites 
comments from interested persons on the following 
matters: 


1. Should the Commission attempt to define a 
category or categories of “small business” issuers for 
the purposes of either registered or exempt offerings 
under the Securities Act or for the purposes of 
reporting obligations under the Exchange Act? In this 
connection, would such a classification be 
inconsistent with the protection of investors or the 
public interest? 


2. What criteria should be utilized in formulating such 
a category or categories? Are different criteria 
needed for one or more of these purposes? 


3. Should the same definitional standard be adopted 
with regard to both the Securities Act and the 
Exchange Act for the purposes of revised disclosure 
requirements? 


B. Possible Revision of Disclosure Obligations 


As discussed in Part | of the release, it has been 
suggested that a reduction in the disclosure obliga- 
tions imposed under the Securities Act and the 
Exchange Act on small businesses would redound to 





attracting widespread interest of institutional in- 
vestors. In order to attract institutional interest, these 
issuers apparently must have revenues of about $100 
million or, at a minimum, $50 million. In the 
aggregate there are only about 800 to 1,000 companies 
in either of these categories. However, there appear 
to be well over 4,000 companies having revenues of 
under $25 million and another 1,000 companies 
between $25 and $50 million. See Nelson’s Directory 
of Securities Research Information (1977). 


SS) Although the following factors are not exclusive, a 
possible revision of disclosure requirements might be 
considered for those companies having between 500 
and 1,000 shareholders and assets and sales, respec- 
tively, of between $1-20 million. Moreover, the 
criteria in Section 12(h) of the Exchange Act might 
also serve as a useful starting point in defining 
sub-categories of ‘‘small companies’ for the purpose 
of stratifying disclosure requirements. 
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their benefit49 and may not be inconsistent with the 
public interest and the protection of investors. 


With respect to the Exchange Act, the empirical case 
study of the Advisory Committee, as previously noted, 
found that the periodic reports and proxy statements 
filed by or with respect to small issuers were infre- 
quently consulted by security analysts, who normally 
have the greatest need for the detailed information 
contained therein. The Report of the Financial Analysts 
Federation (‘‘FAF’’) to the Advisory Committee, 
however, stated that security analysts would not favor 
a significant reduction or differentiation of these 
requirements by size of issuer.41 Among the FAF’s 
reasons for believing that analysts will pay increasing 
attention to the smalier as well as the larger 
capitalization companies is their belief that the present 
period of stock investing should be viewed as a 
cyclical, rather than a secular, trend.42 Thus, they 
believe that it will be a self-correcting cycle that is 
perhaps already in the early stages of turning.4 


Nevertheless, the Advisory Committee was of the 
preliminary opinion that the relatively greater burden of 
such reports, when weighed against the benefits 
derived therefrom, raised questions as to the justifica- 
tion for their continuance in their present form with 
respect to smaller issuers. Thus, the Advisory 
Committee recommended that the Commission 
consider the possibility of revising its periodic 
reporting requirements so that the burden of com- 
pliance might be reduced for smaller issuers. 





40 Insofar as reporting obligations under the Exchange 
Act are concerned, a broad classification of issuers for 
that purpose, while reducing burdens upon the various 
classes, might lead to increasing segmentation or 
‘‘tiering’’ of issuers. Despite the fact that all issuers 
would be free to file or otherwise disclose the full 
spectrum of information currently required, such 
broad classification is likely to result in a somewhat 
lesser amount of informatin being disclosed. In this 
event, it is conceivable that institutional investors, and 
the security analysts who service them, will be even 
less interested in smaller companies because of the 
reduced information. Under these circumstances, 
small companies might view reducing reporting 
obligations as a mixed blessing. 


41 See Report of the Financial Analysts Federation to 
the Advisory Committee on Corporate Disclosure, at 
A-53. 


42 id., at A-52. 


43 id. 


324/SEC DOCKET 


In light of the foregoing, the Commission invites 
comments on the following matters: 


4. How should the basic conflict between lessening 
disclosure standards for small businesses and the 
protection of investors be reconciled? 


5. Is disclosure of the sort required for an S-1 offering 
by a small business adequate and appropriate for the 
protection of investors? If not, what additional items of 
disclosure or revisions of disclosure items are 
necessary to provide investors with the information 
necessary to make an informed investment decision in 
these circumstances? Responses to these questions 
should assume both a seasoned and an unseasoned 
small business. 


6. Are the investors or the nature of the investment in 
small businesses sufficiently different from public 
investors or the nature of the investment in larger firms 
that a different kind of protection is required? Does this 
mean more or less disclosure and why? What are the 
likely costs and benefits associated with different 
kinds or amounts of disclosure? Responses to these 
questions should assume both a seasoned and an 
unseasoned small business. 


7. To what extent, if any, would investor interest in 
small businesses change due to reductions in the 
quality or quantity of disclosure? For example, would 
reduction in disclosure (however defined) lead to 
decreases in investor and/or underwriter and/or 
analyst interest and how might this affect the costs of 
disclosure required of an issuer? How might this affect 
the cost of raising capital or attracting public 
investors, including institutional investors? 


8. To what extent, if any, would underwriter, 
accountant or attorney involvement in such small 
business offerings be reduced due to any decrease in 
the amount of required disclosure? 


9. To what extent would private causes of action under 
either the Securities Act or the Exchange Act be 
affected by a reauction in the amount of required 
disclosure?44 





4 \t should be noted that Rule 408 [17 CFR 230.408] 
under the Securities Act and Rule 12b-20 [17 CFR 
240.12b-20] under the Exchange Act require that in 
addition to information expressly required in a regis- 
tration or repe=* there shall be included such further 
material information, if any, as may be necessary to 
make the required statements, in light of the circum- 
stances under which they are made, not misleading. 





10. To what extent would a broker’s or dealer’s obliga- 
tions pursuant to Rule 15c2-11 be affected by virtue of 
a reduction in the amount of information required to be 
filed with the Commission by small businesses? 


11. To what extent would a broker’s obligation to 
ascertain that a proposed investment be “suitable” for 
a customer be affected by virtue of a reduction in the 
amount of information required to be filed with the 
Commission by small businesses? 


12. To what degree, if any, do the reporting require- 
ments of the Exchange Act, particularly as they arise 
under Section 15(d), influence the decision to make a 
registered offering? If the reporting requirements for 
small companies subject to Section 15(d) were 
reduced, for example, by limiting their reporting 
obligation to the filing of their annual report to share- 
holders, including audited financials, would this 
facilitate their use of registered offerings? 


13. To what extent, if any, should the contents or 
availability of Forms S-1, S-2, S-7, S-16 and proposed 
Form S-18 be modified in order to reduce their burden 
on both primary and secondary offerings of securities 
of small business issuers? 


14. To what extent, if any, should small business 
offerings, either exempt or registered, be relieved of 
existing financial statement requirements? In partic- 
ular, to what extent should such issuers be subject to 
the requirements of Regulation S-X? To what extent 
should such small businesses be subject to the 
requirements of Regulation S-X with regard to 
Exchange Act reporting obligations? What is the cost 
difference to a small issuer between preparing financial 
statements to satisfy generally accepted accounting 
principles and Regulation S-X? 


15. To what extent, if any, should the greater use of 
unaudited financial statements be permitted under any 
of the requirements of either the Securities Act or the 
Exchange Act with regard to small businesses? 


16. Under what circumstances, if any, should the 
disclosures required under the Securities Act and the 
Exchange Act differ for small businesses? 


17. To what extent, if any, should the contents of 
Forms 10-K, 10-Q, 8-K, the annual report to share- 
holders required by Rule 14a-3 (17 CFR 240.14a-3) or 
proxy or information statements required by Regula- 
tion 14A (17 CFR 240.14a-1 et seq.) or 14C (CFR 
240.14c-1 et seq.) be modified in order to reduce their 
burden on small issuers consistent with the public 
interest? 


18. To what extent, if any, should quarterly or annual 
reports to small business shareholders, but not 


formally filed with the Commission, be permitted to 
suffice for any existing disclosure requirements under 
either the Securities Act or the Exchange Act? 


19. Should the amount of disclosure required in a 
registered offering by a small business vary according 
to the nature of the distribution, i.e., self-underwriting 
by the issuer, best efforts underwriting or firm 
commitment underwriting? 


20. Inasmuch as the financial statement requirements 
for Forms S-1 and S-2 are the same, are there 
remaining benefits to small businesses who wish to 
use Form S-2 which would be lost if it were rescinded? 


C. Role of Underwriters, Accountants and Attorneys in 
a Small Business Securities Offering 


In recent years there has been substantial discussion 
concerning those aspects of investor protection 
afforded by the involvement of underwriters, 
accountants and attorneys in the securities offering 
process. The benefits of such involvement must, 
however, be balanced against, among other things, the 
cost to the issuer of the services provided by these 
persons. This expense becomes especially significant 
for a small business issuer who may pay for such 
services out of the proceeds of its securities offering. If 
the offering is for a relatively small amount of money, 
the portion of the proceeds utilized for third party 
services may be quite large. 


The increased focus on the role of underwriters, 
attorneys and accountants in recent years has also 
brought about an increased awareness of the resulting 
liabilities which necessarily attach to such a participa- 
tion. Mindful of these liabilities, such parties may be 
deterred from participating in an offering by a small 





4 Form S-2 was designed for use by companies in the 
development stage and originally provided for special! 
type financial statements that had been specified in 
old ‘‘Rules 5A-02, 5A-03, 5A-04, 5A-05 and 5A-06’’ of 
Regulation S-X. Essentially, those rules provided for 
statements of cash receipts and disbursements, and 
separate statements of assets, liabilities and capital 
shares rather than statements of income and a balance 
sheet. The Financial Accounting Standards Board 
issued Statement No. 7 in June 1975, which defined 
generally accepted accounting principles (‘‘GAAP’’) 
for development stage enterprises. Shortly thereafter, 
the Commission issued a release amending Article 5A 
of Regulation S-X and Forms S-2 and 10-K to require 
development stage companies to file GAAP financial 
statements. 
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issuer which, typically, has had little, if any, 
association with the public securities markets. 


In light of the above factors, the Commission invites 
comments from interested persons on the following 
matters: 


(a) Role of Underwriters 


21. To what extent should the level of independent 
investigation by underwriters of the accuracy of 
information furnished to investors differ for exempt 
offerings as opposed to registered offerings? Should 
such investigation differ for registered offerings on 
different Commission forms or for exempt offerings 
relying on various exemptions. 


22. Would the reduction of the disclosure require- 
ments imposed on small businesses result in a 
reduced level of independent investigation by under- 
writers. If so, what cost savings would this bring 
about? 


23. Should the quality of independent investigation of 
underwriters differ with the size of either the offering or 
the issuer? 


24. Should the degree of liability to which an under- 
writer may be subject in a registered offering vary 
according to the nature of the distribution—i.e., best 
efforts underwriting or firm commitment underwriting? 


25. Under the circumstances, if any, would reduced 
liability for underwriters under the Securities Act be 
consistent with the protection of persons investing in 
small businesses and the public interest? 


26. As a general matter, is the reluctance of under- 
writers to participate in offerings of securities by small 
businesses attributable to the lack of demand for such 
securities or the lack of an adequate economic 
incentive for such participation? 


27. What factors would encourage underwriters to 
become involved with small business offerings? 


(b) Role of Accountants 


28. To what extent does the potential personal liability 
to which an accountant may be subject under the 
federal securities laws, as aresult of his involvement in 
an offering of securities by a small business, deter his 
participation in such offerings? What other factors, if 
any, deter such participation? 


29. To what extent do the precautionary measures 
taken by an accountant to avoid personal liability 
and/or his evaluation of the risk of such liability 
increase the total cost of the accounting services 
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rendered in a small business offering? What other 
factors increase the relative cost of such services over 
that incurred by larger issuers. 


30. What steps might be taken consistent with the 
protection of investors, to reduce the liability of 
accountants in this context and thus the costs to small 
businesses arising therefrom? 


(c) Role of Attorneys 


31. To what extent does any potential personal liability 
to which an attorney may be subject under the federal 
securities laws, as a result of his involvement in an 
offering of securities by small business, deter his 
participation in such offerings? What other factors, if 
any, deter such participation? 


32. To what extent do the precautionary measures taken 
by an attorney to avoid any such personal liability 
and/or his evaluation of the risk of such liability 
increase the total cost of the legai services rendered in 
a small business offering? What other factors increase 
the relative cost of such services over that incurred by 
larger issuers? 


33. What steps might be taken, consistent with the 
protection of investors, to reduce the liability of 
attorneys in this context and thus the cost to small 
businesses arising therefrom? 


D. Intrastate Offerings and Rule 147 


The view has been expressed that despite the goals of 
Rule 147, as described in Part IB of the release, it has 
either unduly narrowed the availability of the intrastate 
offering exemption or done little to “ee the degree 
of certainty associated with its use.4 Accordingly, 
the Commission is interested in the views of interested 
persons on the following matters: 


34. Should any liberalization of Rule 147 be 
accompanied by the addition of minimum disclosure 
requirements? If so, what should those requirements 
include? 





46 See, Cummings, ‘‘The Intrastate Exemption and 
the Shallow Harbor of Rule 147, 69 Nw. U.L. Rev. 167 
(1974); Gardner, ‘‘Intrastate Offering Exemption: Rule 
147—Progress or Stalemate?’’ 35 Ohio St. L.J. 340 
(1974); Kant, ‘‘SEC Rule 147—‘‘A Further Narrowing 
of the Intrastate Offering Exemption,’’ 30 Bus. Law. 
73 (1974); Kessler, ‘‘Private Placement Rules 146 and 
240—Safe Harbor?’’ 44 Ford. L. Rev. 37 (1975); and 
Sowards, ‘‘The Twilight of the Intrastate Exemption’, 
23 Mercer L. Rev. 437 (1974). 





35. Should Rule 147 be revised, rescinded, or retained 
in its present form? If revision is thought to be 
necessary, how can the Rule be amended consistent 
with the purpose of Section 3(a)(11), viz., local 
financing of companies primarily intrastate in 
character? 


36. Is the 80 percent test in Rule 147(c)(2) for use of 
proceeds, location of assets and generation of gross 
revenues too restrictive for the purpose of determining 
whether the issuer is doing business within a state or 
territory? 


37. Should Rule 147(d) be amended by limiting 
compliance therewith to good faith investigation? 
Alternatively, should the issuer be permitted to make 
offers, but not sales, to persons which the issuer has 
reasonable grounds to believe and actually believes are 
residents within the state or territory of which the 
issuer is a resident? 


38. Should a de minimis exemption be added to Rule 
147 which would protect the issuer acting in good faith 
against loss of the exemption due to offers or sales to 
nonresidents? Should such an exemption be defined in 
an absolute dollar amount or as a percentage of the 
offering? 


39. Should Rule 147(e) be amended by limiting 
compliance to good faith substantial compliance? 
What else could be done to reduce the risk that resales 
to nonresidents, through no fault of the issuer, will 
destroy the availability of the exemptions? 


40. Should the nine month interstate resale restriction 
be amended to allow interstate resales in less than nine 
months? 


E. Regulation A 


In recent years, the use of Regulation A for small 
public offerings of securities has declined signifi- 
cantly.47 There has been much criticism that the 
regulation is no longer a viable financing vehicle for 
small issuers. Some critics have suggested that the 
present $500,000 ceiling on offerings pursuant to 
Regulation A is no longer adequate and should be 
raised.“ Others have contended that various factors, 





47 in the period from 1972 to 1976 the amount of 
capital raised under Regulation A fell from $256 
million to $47 million. 37 Statistical Builetin No. 1 
(January 1978), at 31. 


48 See, e.g., ‘‘Report of the SBA Task Force on 
Venture and Equity Capital for Small Business’’ (U.S. 
Small Business Administration 1977), at 15. 


including the fact that Regulation A does not provide 
for any post-offer periodic reporting, have resulted in 
Regulation A’s becoming less desirable as a means of 
raising capital. Thus, many issuers encounter difficulty 
in raising capital under Regulation A and in finding 
underwriters for offerings pursuant to Regulation A, 
even on a “best efforts” basis. Underwriters have 
pointed out that so long as Regulation A does not 
permit the use of a “red herring” offering circular, it is 
unlikely that there will be any significant use of the 
regulation for “firm commitment” underwritings. In 
view of the foregoing, the Commission invites 
comments from interested persons on the following 
areas of inquiry: 


41. What are the key factors influencing a small 
business in determining whether it should sell its 
securities pursuant to Regulation A or under a 
registration statement on Form S-1? 


42. Is the present $500,000 ceiling on offerings under 
Regulation A too small to make it a viable financing 
vehicle for small issuers? 


43. Should the Commission take steps to facilitate 
increased underwriter participation in offerings 
pursuant to Regulation A, and, if so, what steps would 
be appropiate? 


44. If the $500,000 ceiling in Section 3(b) is raised, 
how should this authority be exercised? 


(a) Should offerings thereunder be subject to 
requirements which are categorized according to the 
type and amount of the offering and the characteristics 
of the issuer? 


(b) Should requirements more stringent than those 
under Regulation A be imposed with respect to 
offerings of more than $500,000 in the event that rules 
are adopted implementing the higher ceiling? If so, 
should such requirements be relaxed for issuers 
meeting certain earnings, assets and other criteria? 
What criteria would be appropriate for this purpose? 


(c) What should be the appropriate disclosure require- 
ments for offerings categorized under Regulation A. 


(d) Should the Regulation A ceiling be raised by an 
amount corresponding to the increase in the Section 
3(b) ceiling? If so, should the ceiling for offerings 
pursuant to Rule 257 of Regulation A (currently 
$50,000) be raised? What would be an appropriate 
increase for this purpose? 


45. Assuming distinct offerings, should the amount of 
securities which are sold pursuant to Rule 240 continue 
to reduce correspondingly the amount of securities 
which can be sold under Regulation A? 
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46. Should the Commission impose post-offering 
periodic reporting requirements similar to those 
imposed under Section 15(d) of the Exchange Act on 
issuers that conduct public offerings pursuant to 
Regulation A? In what respects should such 
requirements differ from those imposed under Section 
15(d)? 


47. Should the use of a “red herring” offering circular 
be permitted under Regulation A? If so, should its use 
be restricted to “firm commitment” underwriting 
situations? 


48. Should Rule 257 be amended to permit “seasoned” 
issuers meeting certain earnings, assets and other 
tests to conduct offerings up to the full ceiling limita- 
tion of Regulation A without the use of an offering 
circular, pursuant to Rule 257? What tests would be 
appropriate? Should such persons be required to 
circulate even a short-form offering sheet to 
prospective investors? What kinds of information 
should such an offering sheet contain? Should such an 
offering sheet be required of all persons making use of 
Rule 257? 


49. In view of the Commission’s adoption of Rule 240 
under the Securities Act, is there any continuing need 
for Rule 257? Would there be any such need if Rule 240 
were made available to affiliates or other persons for 
resales of the issuer’s securities? 


50. What practical problems have small issuers 
encountered in the use of Regulation A? 


51. Assuming the ceiling limitation for Regulation A is 
not raised, what should be the appropriate disclosure 
requirements? 


F. Rule 240 


While Rule 240 has been applauded as representing a 
welcome balancing of the needs of smali business to 
raise capital with the protection of investors, it has 
been argued that its purpose would be better served 
with the adoption of certain revisions. The revision 
most commonly urged is an increase in the offering 
ceiling from the current $100,000.50 





49 Carney, ‘‘Exemptions from Securities Registration 
for Small Issuers: Shifting from Full Disclosure—Part 
Ill: the Small Offering Exemption and Rule 240,’’ 11 
Land and Water L. Rev. 483 (1976). 


50 Kessler, Private Placement Rules 146 and 
240—Safe Harbor? 44 Ford. L. Rev. 37 (1975) at 78. 
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Because Rule 240 requires neither provision of infor- 
mation nor any assurance that offerees and buyers will 
be abie to obtain information in some other way, it has 
also been criticized as creating a void in the federal 
cooly, which is not adquately filled by state regula- 
tion.91 


In light of the foregoing the Commission invites public 
comment on the following areas of inquiry: 


52. Should the definition of ‘‘securities of the issuer” 
in Rule 240(a)(1) be amended to exclude those 
securities of affiliates which may not be treated as part 
of a single plan of financing? 


53. In identifying persons whose transactions are 
excludable from the calculation of the aggregate sales 
price of securities sold under the Rule, the definition of 
the term “promoter” in Rule 240(a)(4) does not include, 
as does Rule 251 for purposes of Regulation A, 
persons receiving a specified percentage of any class 
of securities of the issuer. Should the definition be 
revised to reach that situation? 


54. Should the limitation on the aggregate sales price 
in Rule 240(e) be increased? What would be an appro- 
priate figure? 


55. Should Rule 240(e)(2)(i) be amended to exclude 
from the aggregate sales price purchases of convertible 
or equity securities by institutional investors? 


56. Should Rule 240(e)(2)(i) be amended to exclude 
from the aggregate sales price purchases by institu- 
tional investors for the accounts of others who do not 
qualify as institutional investors? 


57. Is the limitation of 100 beneficial owners in Rule 
240(f) too restrictive? If so, what is an appropriate 
limit? 


58. To what extent do the restrictions on the resale of 
securities acquired under Rule 240 affect the terms of 
financings, in particular, and the ability to raise 
capital, in general, by small businesses under the 
Rule? Should a separate rule be promulgated governing 
the resale of securities acquired under Rule 240? If so, 
what would be the appropriate provisions? 





51 Note, Federal Deregulation of Small Issuers of Se- 
curities: Rule 240, 27 Maine L. Rev. 347 (1975). 





59. Should t10eralization of Rule 240 be accompanied 
by amendments designed to facilitate enforcement of 
its provisions and prevent abuses thereof such as: (a) 
making the rule unavailable for certain types of 
offerings and to certain types of issuers; (b) requiring 
the filings of Form 240 in all instances; (c) requiring a 
report of sales under the rule providing disclosure of, 
for example, the name and address of all purchasers; 
(d) provision in the rule for some type of suspension 
procedures to deal with abuses; (e) adding nature of 
offeree standards to the rule similar to those in Rule 
146? 


60. Should minimum disclosure requirements be 
added to Rule 240: If so, what should those require- 
ments include? In this connection would it be more 
appropriate to raise the offering ceiling in Rule 257 to 
$100,000, rescinding Rule 240, and requiring that the 
Rule 257 statement be furnished to purchasers and 
offerees along with a current balance sheet and income 
statement? 


G. Rule 146 


The view is frequently expressed that the exemption 
from registration provided by Rule 146 is drawn too 
narrowly to be of appreciable benefit to small 
businesses seeking to raise capital.52 It is argued that 
compliance with the rule is unnecessarily complex and 
costly and entails an unacceptable level of risk that the 
exemption may be lost inadvertently. While there is 
sentiment for abolishing the rule, the consensus 
appears to favor its revision, particularly in the areas of 
the nature of the offerees and the information require- 
ment. 


In light of the foregoing, the Commission invites 
comment on the following areas of inquiry: 


61. Should Rule 146 be amended or a separate rule 
promulgated for offerings by small issuers? 


62. Are offeree representatives, in an effort to avoid 
liability, more likley to make an unduly conservative 
and negative recommendation in a small-business 
offering than they would in other offerings? 


If so, then what, if anything, should be done to 
alleviate this situation? 





52 See, e.g., Carney, Exemptions from Securities 
Registration for Small Issuers: Shifting from Full Dis- 
closure—Part |: The Private Offering Exemption, Rule 
146 and an End to Access for Small Issuers, 10 Land 
and Water L. Rev. 508, 514 (1975). 


63. For offerings by small businesses, should the 
provisions of Rule 146(d) be directed exclusively to the 
nature of purchasers? 


64. How can the information requirements of Rule 
146(e) be revised to add certainty and reduce the cost 
of non-public offerings by small businesses consistent 
with the protection of investors? 


65. For a small-business offering, should any of the 
requirements of Rule 146 be relaxed as to those 
offerees who are institutional investors or sophisti- 
cated venture capitalists? If so, then how should this 
special class of offerees be defined and what criteria 
should be considered in formulating provisions for 
such offerees? 


66. Should special provisions be formulated to 
facilitate equity offerings to its existing shareholders 
by small-business issuers? 


67. To what extent do the restrictions on the resales of 
securities acquired under Rule 146 affect the terms of 
financings, in particular, and the ability to raise 


capital, in general, by small businesses under the 
Rule? 


68. What other specific revisions of Rule 146 might 
assist small businesses in raising capital? 


H. General 


69. How significant are the federal securities laws in 
determining whether capital can be efficiently raised? 


What are the primary factors which influence small 
businesses in deciding whether they will raise capital 
in aregistered as opposed to an unregistered offering? 


71. When asmall business seeks to raise capital in the 
following dollar ranges, how does it select a legal 
vehicle for the sale of securities in that amount: 


$100,000 to $250,000? 

$250,000 to $500,000? 

$500,000 to $750,000? 
over $1,000,000? 


How significant is the amount of capital to be raised in 
determining whether the offering will be registered or 
conducted pursuant to an exemption from registration? 


72. To what extent do the various state securities 
statutes, commonly known as blue sky laws, affect the 
Commission’s ability to provide a relief to small 
businesses seeking to raise capital, particularly insofar 
as existing or any proposed rules exempting the issuer 
from the registration requirements of the Securities Act 
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are concerned? What steps might be appropriately 
taken to alleviate this problem? 


73. Recognizing that companies with 500 shareholders 
and $1 million in assets are subject to the requirements 
of the Exchange Act by virtue of Section 12(g), is the 
asset test too low to assure that the compliance burden 
placed on companies meeting the shareholder test is 
commensurate with the protection of investors and the 
public interest? 


74. What provisions of the Commission’s rules and 
regulations, other than Rule 144, have a significant 
effect on the creation of a secondary trading market for 
small business offerings? 


75. To what extent does Rule 144 influence the choice 
of legal vehicles under which securities of a small 
business are sold? 


ill. Procedures 
A. Written Submissions 


Interested persons are invited to submit their views on 
the foregoing questions in writing at any time. Written 
submissions should be made in triplicate to George A. 
Fitzsimmons, Secretary, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549 and refer to File No. S7-734. 


B. Oral Presentations 


Any interested person desiring to make an oral 
presentation of his/her views at the hearings is 
requested to write or call Paul A. Belvin (202/755-1750) 
or John A. Granda (202/376-8090), Office of 
Disclosure Policy and Proceedings, Division of 
Corporation Finance, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. It has been tentatively determined to limit 
oral statements to 20 minutes each plus such further 
time as may be necessary to answer questions. 
Depending upon the number of persons requesting to 
be heard, appearances may be more limited. Additional 
time may be granted at the discretion of the hearing 
officer upon written request timely submitted with 
copies of the witnesses prepared statement. All 
witnesses shall be required to submit 25 copies of their 
prepared statements to the location at which they will 
testify, either Washington, D.C., or the appropriate 
regional office specified earlier in this release, 5 
business days in advance of their scheduled date of 
appearance. 


It is requested that persons making oral statements 
should be prepared to respond to specific inquiries 
from the Commission staff. Any person may submit in 
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writing to the hearing officer questions that he wishes 
to have directed to a particular witness or group of 
witnesses, but the hearing officer will determine in his 
sole discretion whether, or to what extent, to direct 
those questions to any witness. 


The Commission has designated Richard H. Rowe, 
Mary E.T. Beach, Alfred E. Osborne, Jr., Ruth D. 
Appleton, Gerald E. Boltz, Robert H. Davenport, Jule 
B. Greene, William D. Goldsberry, and Michael J. 
Stewart as hearing officers of the Commission. The 
Commission will issue orders designating additional 
hearing officers as necessary. The hearings will be 
conducted for the Commission by the Division of 
Corporation Finance. 


- [Secs. 4(1), 4(2), 7, 10, 19, 21, 48 Stat. 77, 78, 81, 85, 


86; secs. 18(a), 21(a), 22, 23(a), 48 Stat. 894, 899, 901; 
secs. 203, 205, 209, 48 Stat. 906, 908; sec. 203(a), 49 
Stat. 704; Sec. 8, 49 Stat. 1379; sec. 8, 68 Stat. 685; 
secs. 4, 10, 12, 78 Stat. 569, 580; sec. 18, 89 Stat. 155; 
sec. 308(a)(2), 90 Stat. 57; 15 U.S.C. 77d(1), 77d(2), 
77g, 77j, 77s, 77u, 78m(a), 78u(a), 78v, 78w(a)] 


Statutory Authority 


This public rulemaking proceeding has been ordered by 
the Commission pursuant to sections 4(1) and (2), 7, 
10, 19(a) and (b) and 21(a) of the\ Securities Act, 
sections 18(a), 21(a), 22 and 23(a) of the Exchange Act 
and rule 4(b) of the Commission’s Rules of Practice. 


By the Commission, 


George A. Fitzsimmons 
Secretary 





United States of America 
Before the Securities and Exchange Commission 


In the Matter of 


Examination of the Effects of Rules and Regulations 
on the Ability of Small Businesses to Raise Capital and 
the Impact on Small Businesses of Disclosure 
Requirements Under the Securities Acts 


ORDER DIRECTING PUBLIC PROCEEDING PUR- 
SUANT TO SECTIONS 4(1) AND (2), 7, 10(a)(b)(c) AND 
(d), 19(a) AND (b) AND 21(a) OF THE SECURITIES ACT 
OF 1933, SECTIONS 13(a), 21(a), 22, AND 23(a) OF 
THE SECURITIES EXCHANGE ACT OF 1934 AND 
RULE 4(b) OF THE RULES OF PRACTICE OF THE 
COMMISSION. 





It appears to the Commission that it is appropriate at 
this time to study on a broad basis issues relating to 
the effects of the Commissions rules and regulations 
on the ability of small business to raise capital and the 
effects on small business of the disclosure require- 
ments under the Securities Acts. Recently, there has 
been considerable public attention given to the 
problems concerning the formation and growth of 
small businesses. In addition, The Report of the 
Advisory Committee on Corporate Disclosure, 
submitted to the Commission on November 3, 1977, 
recommended that the Commission initiate a public 
inquiry to determine whether, and if so, to what extent, 
the Commission’s continuous disclosure requirements 
should be revised to lessen their impact on small 
business. 


Accordingly, it is ordered, pursuant to Sections 
3(a)(11), 3(b), 4(1) and (2), 7, 10(a)(b)(c) and (d), 19(a) 
and (b), and 21(a) of the Securities Act of 1933, 
Sections 13(a), 21(a), 22 and 23(a) of the Securities 
Exchange Act of 1934, as amended, and Rule 4(b) of 
the Commission’s Rules of Practice, that a public 
investigatory proceeding be held to give the Commis- 
sion the benefit of views of interested members of the 
public on the above mentioned topics. At the conclu- 
sion of such proceeding, the Commission will deter- 
mine whether it is necessary or appropriate in the 
public interest or for the protection of investors to 
propose amendments to its rules and regulations or to 
recommend legislation to Congress. 


In general, the subjects to be considered at such pro- 
ceeding shall include the following: 


1. The definition of a small business issuer. 


2. The possible revisions of disclosure obligations for 
small issuers. 


3. The role of underwriters, accountants, attorneys, 
and other professionals in a small business securities 
offering. 


4. Private placements and Rule 146. 
. Intrastate offerings and Rule 147. 
. Regulation A. 

. Rule 240. 


more comprehensive and detailed statement of 
matters to be considered at the hearing is contained in 


the release accompanying this order and is hereby 
incorporated by reference. 


It has been tentatively determined to limit oral state- 
ments to 20 minutes each plus such further time as 
may be necessary to answer questions. Depending 
upon the number of persons requesting to be heard, 
appearances may be more limited. Additional time may 
be granted in the discretion of the hearing officer upon 
written request timely submitted with copies of the 
witness’s prepared statement. All witnesses shall 
submit 25 copies of their prepared statements five 
business days in advance of their scheduled date of 
appearance. 


Persons making oral statements should be prepared to 
respond to specific inquiries from the Commission 
staff. Any person may, in writing, submit to the 
hearing officer questions that he wishes to have 
directed to a particular witness or groups of witnesses; 
but the hearing officer will determine in his sole 
discretion whether or to what extent to direct those 
questions to any witnesses. 


The Commission hereby designates Richard H. Rowe, 
Mary E. T. Beach, Alfred E. Osborne, Jr., Ruth D. 
Appleton, Gerald E. Boltz, Robert H. Davenport, Jule 
B. Greene, William D. Goldsberry, and Michael J. 
Stewart as hearing officers of the Commission. The 
Commission will issue additional orders designating 
additional hearing officers as necessary. 


By the Commission. 


George A. Fitzsimmons 
Secretary 


March 6, 1978 





SECURITIES ACT OF 1933 
Release No. 5915/March 6, 1978 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 14530/March 6, 1978 


SIMPLIFIED REGISTRATION AND REPORTING RE- 
REQUIREMENTS FOR SMALL ISSUERS 


AGENCY: Securities and Exchange Commission. 


ACTION: Proposed amendments to forms, schedules 
and guides. 


SUMMARY: The Commission proposes as an 
experiment a simplified form, available to domestic or 
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Canadian corporate issuers, provided such issuers are 
not subject to the Commission’s continuous reporting 
requirements, for the registration of securities not 
exceeding an aggregate cash offering price of $3 
million. The proposed form calls for narrative 
disclosure somewhat less extensive than that presently 
required by Form S-1 and audited financial statements 
substantially similar to those required by Regulation A. 
In addition, the Commission proposes that issuers 
utilizing the form be allowed to include audited 
financial statements substantially similar to those 
required by Regulation A in their initial annual report 
filed with the Commission. 


DATE: Comments must be received on or before June 
1, 1978. 


ADDRESS: Comments should refer to File No. 
$7-734 and should be submitted in triplicate to George 
A. Fitzsimmons, Secretary, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. 


FOR FURTHER INFORMATION CONTACT: Paul 
A.Belvin (202/755-1750) or John A. Granda 
(202/376-8090), Office of Disclosure Policy and 
Proceedings, Division of Corporation Finance, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The Securities 
and Exchange Commission announces the proposal of 
Form S-18 and an amendment to Guide 23, Current 
Financial Statements and Related Data, of the Guides 
for Preparation and Filing of Registration Statements, 
under the Securities Act of 1933 (the “Securities Act”) 
[15 U.S.C. 77a et seq. as amended by Pub. L. No. 94-29 
(June 4, 1975)] and the proposal of an amendment to 
Instructions As To Financial Statements of Form 10-K 
[17 CFR 249.310] under the Securities Exchange Act of 
1934 (the “Exchange Act”) ]15 U.S.C. 78a et seq., as 
amended by Pub. L. No. 94-29 (June 4, 1975)]. Form 
10-K is used for annual reports to the Commission 
pursuant to Section 13 or 15(d) of the Exchange Act 
where no other form is prescribed. 


If adopted these proposals generally would allow 
issuers utilizing Form S-18 to file, as part of the 
registration statement, audited financial statements 
for two fiscal years prepared in accordance with 
generally accepted accounting principles and practices 
(“GAAP”). In addition, the proposed amendment to 
Form 10-K also would allow certain issuers who have 
had a public offering registered on Form S-18 to 
furnish audited financial statements substantially in 
accordance with those permitted by Regulation A [17 
CFR 230.251 to 230.263], in lieu of those financial 
statements otherwise required, in their Form 10-K for 
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the fiscal year in which the registration statement on 
Form S-18 was declared effective. 


The simplified registration and reporting proposals 
contained herein are proposed in the nature of an 
experiment. If Form S-18 is adopted, the Commission 
will monitor closely its use for one year, or more, to 
determine whether the form has functioned as an 
effective means for small issuers to raise limited 
amounts of capital through a registered public offering 
consistent with the protection of investors. After such 
period the Commission will decide whether the form 
should be retained and, if so, whether the conditions 
for its availability should be revised. 


The Commission also published today in a companion 
release’ a list of issues which are to be considered at 
its upcoming hearings regarding the effects of Com- 
mission rules and regulations on the ability of small 
business to raise capital and the impact of disclosure 
requirements under the Securities Acts on small 
business. Although proposed separately herein, it is 
intended that Form S-18 and the corresponding 
amendments will serve as a topic for discussion at the 
hearings as a means by which the registration process 
may be simplified for small businesses. 


BACKGROUND AND DISCUSSION 


Section 3(b) of the Securities Act provides that the 
Commission shall have the authority to adopt rules and 
regulations to exempt securities from the registration 
requirements of that act, if it finds that registration is 
not necessary in the public interest and for the 
protection of investors by reason of the small amount 
involved or the limited character of the public offering. 
This authority currently is subject to a ceiling which is 
$500,000 for each offering. 


Pursuant to Section 3(b), the Commission adopted 
Regulation A in December 1940. As initially adopted, 
the ceiling under Section 3(b) and the regulation was 
$100,000. In May 1945, the Commission amended 
Regulation A, pursuant to statutory authorization, to 
increase ths, maximum amount of the offering to 
$300,000. The ceiling price of the exemption was again 
raised, pursuant to amended statutory authorization, in 
January 1971 to $500,000. 


The Regulation A exemption reflects the intent of 
Congress, as represented by Section 3(b), by 
exempting from registration those small issues of 
securities which are offered to the public in such a 
manner as to meet the statutory criteria specified 
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above. One‘of the Commission’s primary purposes in 
adopting Regulation A was to provide, consistent with 
the protection of investors, a simple and less 
expensive procedure by which small businesses could 
raise limited amounts of capital in order to become a 
productive enterprise or to expand an existing 
business. As currently written, Regulation A does not 
require audited financials for most issuers© and fees 
for services for independent accountants may, 
therefore, be limited. Also, attorneys fees are normally 
lower for the preparation of a Regulation A filing than a 
registration statement under the Securities Act. In 
addition, many smaller, local issuers have found that 
since a Regulation A offering is reviewed by the Com- 
mission’s regional offices, the reviewing process is 
more convenient than if the filing were made in 
Washington, D.C. 


Despite the apparent benefits of Regulation A as a 
method of raising capital, it is evident that the number 
of issuers utilizing the exemption has declined 
drastically from 1,087 in 1972, to 817 in 1973, 483 in 
1974, 265 in 1975, 240 in 1976, and 213 in 1977. Several 
factors have been suggested as the reasons for this 
decline. First, the primary disadvantage to the use of 
the Regulation appears to be the inability of business 
to raise sufficient amounts of capital. In view of the 
inflationary trend that has existed for the past several 
years and its effect on the prices of capital equipment 
and structures, the $500,000 amount available through 
a Regulation A offering may be inadequate. In 
addition, because of the increased costs of distribution 
in connection with the offering, the Regulation A 
issuer likely receives a lower percentage of the net 
proceeds as compared to earlier periods. 


It has also been the Commission’s experience that 
underwriters are being used in an increasingly smaller 





2Regulation A does not require certified financial 
statements unless the issuer is otherwise required to 
file or has filed with the Commission certified financial 
statements for the applicable period. However, various 
state laws may require audited financial statements in 
order to qualify an issue for a sale in such states. 


3The Commission is not aware of any empirical data 
which might suggest the accuracy of this supposition; 
however, for each of the past three fiscal years, 
approximately half of all notifications filed under 
Regulation A have involved offerings of $400,000 to 
$500,000. See Annual Report of the SEC for June 30, 
1975, at 203. 


4Rule 240 [17 CFR 230.240] also may have been a factor 
in the declining use of the Regulation A exemption. 
Rule 240 provides an exemption from Section 5 of the 
Securities Act for certain sales of securities up to 
$100,000 by closely held issuers. 


percentage of Regulation A offerings.° To the extent 
underwriters are utilized, the compensation required 
for their services necessarily increases the costs of the 
offering and decreases the net proceeds remaining for 
the issuer. Since issuers are unable to recoup such 
costs by increasing the size of the offering above the 
$500,000 statutory ceiling, and since underwriters may 
be necessary to complete certain Regulation A 
offerings successfully, it would appear that these 
factors also may represent a major reason for the 
decline in the use of Regulation A. 


Although Regulation A remains a viable mechanism for 
many companies or for the offering of securities by 
selling shareholders, it appears that it currently may 
not be helpful to those smaller businesses it was 
originally designed to assist. Those small non- 
reporting companies which seek to raise in excess of 
$500,000 through the public offering of securities must 
then comply with the requirements of the Securities 
Act through registration on Form S-1, the 
Commission’s most extensive registration form.© in 
addition, a registrant on Form S-1 would, at least for 
the remainder of the fiscal year in which the 
registration statement was made effective, incur the 
full range of disclosure requirements imposed under 
the Exchange Act. 


In order to provide alternate means by which small 
issuers may more easily enter the capital markets, the 
Commission is proposing the adoption of registration 
Form S-18 and a corresponding amendment to Form 
10-K. Under these proposals, a corporation, other than 
an investment company or a mining company for which 
Form S-3 [17 CFR 239.13] is available, not required to 
file reports with the Commission, might make a 
registered public offering on Form S-18 of up to $3 
million utilizing two year audited Regulation A type 
financial statements in lieu of those which would 
otherwise be required by Form S-1. Since Section 15(d) 
under the Exchange Act otherwise would require an 
annual report containing audited financial statements 
for two fiscal years as required by Form 10-K as of the 
end of the fiscal year during which the Securities Act 
registration statement became effective, the proposals 
also would provide limited relief from such 





5 See Annual Report of the SEC for June 30, 1975, at 
203. 


6 Registration Form S-2 [17 CFR 239.12] would also be 
available, however, its availability is limited to 
companies which have not had any substantial gross 
returns from the sale of products or services, or any 
substantial net income from any source, for any fiscal 
year ended during the past five years. 
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requirements for that initial annual report. Thereafter, 
if the issuer remains subject to Section 15(d), or 
becomes subject to Section 12, it would be required to 
file periodic reports under the Exchange Act subject to 
the general requirements applicable to all reporting 
companies. 


The rationale behind this approach is that an issuer not 
subject to the reporting requirements of the 
Commission at the time the registration statement is 
filed under the Securities Act, may, consistent with the 
protection of investors, raise a limited amount of 
capital without immediately incurring the full range of 
disclosure and reporting requirements imposed upon 
other issuers. These procedures are intended to 
facilitate the process by which an issuer, over a period 
of time, might raise a limited amount of capital 
publicly, come into full compliance with the periodic 
reporting requirements now. imposed upon other 
issuers, and thereby gain broader access to the capital 
markets without being impeded by the immediate 
burdens confronting many small, non-reporting 
issuers. 


It should be noted, however, that issuers completing 
an offering on Form S-18 for the maximum $3 million 
likely would become subject to the requirements of 
Section 12(g) under the Exchange Act. Section 12(g) 
requires an issuer with total assets exceeding $1 
million an with a class of equity securities held of 
record by 500 or more persons to register that class 
with the Commission within 120 days after the close of 
its fiscal year in which these criteria were met. Nothing 
in the proposals set forth herein would relieve such 
issuers of the existing reporting requirements arising 
under the registration and reporting provisions of 
Sections 12(g) and 13. 


Based on its finding that the burden of periodic 
reporting under the Exchange Act is relatively greater 
for small companies than large companies, the 
Advisory Committee on Corporate Disclosure 
recommended that the Commission hold public 
hearings to determine: (1) Whether and to what extent, 
the Commission should attempt to define a category of 
small companies for purpose of requiring less 
burdensome reporting; (2) how such classification, if 
desirable and possible, should be defined; and (3) what 
reductions of reporting requirements are possible, 
consistent with the purposes of the Federal securities 
laws. The Commission’s public hearings, scheduled to 
begin April 11, 1978, will include consideration of 
these issues. 


Place of Filing Registration Statements on Form S-18. 


One of the principal purposes of Form S-18 is to 
provide a means by which issuers may offer securities 
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to the public in a offering somewhat equivalent to one 
made under Regulation A. Since materials filed under 
Regulation A are processed and reviewed in the 
Commission’s regional offices, the Commission is 
considering the feasibility and desirability of giving 
registrants the option of filing registration statements 
on Form S-18 either at the Commission’s principal 
office in Washington, D.C., or at the regional office for 
the region in which the issuer’s principal business 
operations are conducted or proposed to be conducted 
in the United States. 


If this procedure were adopted, the Commission 
initially would specify only certain regional offices at 
which such filings might be made in order that the 
filing and acceleration procedure might be tested, and 
to determine the nature and extent of any staff training 
which may be appropriate. 


It is contemplated that this procedure, if adopted, 
would involve an amendment to Rule 455 [17 CFR 
230.455] under the Securities Act indicating that the 
regional office at which the filing might be made would 
be the same one in which the registrant would make a 
filing under Regulation A, pursuant to Rule 255 [17 
CFR 230.255]. 


In view of the above, the Commission specifically 
invites comments on whether this procedure might be 
beneficial to issuers and on the extent to which 
commeniators presently believe they would elect to file 
with the regional office rather than with the 
Washington, D.C. office. 


SYNOPSIS OF PROPOSALS 


Following is a brief synopsis of the proposed 
amendments to assist in a better understanding of 
their purpose and effect. Attention is directed, 
however, to the attached text. 


Proposed Form S-18 
A. Availability 


In view of the experimental nature of proposed Form 
S-18, the Commission has determined to restrict the 
initial availability of the form. Accordingly, Form S-18 
is available to any domestic or Canadian corporation, 

provided such corporation is not subject to the 





7 The Rule as to Use of Form S-18 limits the availability 
of the form to corporations; consequently, offerings 
made by partnerships or by unincorporated business 
associations would be denied the use of proposed 
Form S-18. 





reporting requirements of the Exchange Act,8 other 
than a company offering limited partnership interests 
in an oil and gas program or fractional undivided 
interests in oil and gas properties,“ an investment 
company, or a mining company for which Form S-3 is 
available, for the registration of securities which are to 
be sold to the public for cash not to exceed an 
aggregate cash price of $3 million. The Commission 
believes at this time that an offering limit of $3 million 
will meet the needs of a substantial majority of those 
companies who find the dollar limit on Regulation A 
insufficient. However, the Commission specifically 
requests comment as to the appropriate offering limit 
for purposes of Form S-18. 


Form S-18, as proposed, is available for the sale of 
securities by the issuer only, and could not be used for 
secondary offerings by insiders and affiliates. The 
Commission specifically requests comment as to 
whether, in view of the primary purpose of Form S-18 
to facilitate the formation of capital by small 
businesses, such secondary offerings should be 
permitted on the form. Based on the comment 
received, the form may be made available for certain 
secondary offerings. 


In order to prevent a circumvention of the $3 million 
ceiling for an offering on Form S-18, the Rule as to the 
Use of the Form also provides that the aggregate 
offering price of certain other securities of the issuer 
shall be included in computing the ceiling. These 
include any securities of the issuer which were sold 
within one year prior to the commencement of the 
proposed Form S-18 offering when such sales were: (1) 
in violation of Section 5(a) thereof; or (2) pursuant to a 
registration statement previously filed on Form S-18. In 
a manner similar to Rule 254 [17 CFR 230.254] under 
Regulation A, the proposed Rule as to Use of Form 
S-18 also defines the term “securities of the issuer” as 
including securities issued by any predecessor of the 
issuer or by any affiliate of the issuer which was 
organized or became such an affiliate within the past 
two years. 


In certain instances, an issuer might not desire to 
utilize Form S-18 to raise the maximum $3 million 





8 insurance companies which are exempt from the pro- 
visions of Section 12(g) pursuant to Section 12(g)(2)(G) 
would not be eligible to use Form S-18 since they 
remain technically subject to the Exchange Act. 


9 In view of certain unique disclosure problems which 
arise in connection with such oil and gas offerings, the 
Commission has determined to exclude these 
companies from utilizing Form S-18 at this time. 


allowed by the form. In order to make available the 
benefits of the form to those issuers, the Rule as to 
Use of Form S-18 contains a provision that registrants 
who have had a prior offering on Form S-18 may use 
the form during the same fiscal year in which the prior 
offering was made to raise the remaining balance of the 
offering limit."Y The issuer, of course, must meet the 
remaining criteria of the Rule as to Use at the time of 
the subsequent registration. 


Any issuer which was not subject to the provisions of 
Section 15(d) on the first day of the fiscal year 
succeeding a fiscal year in which it had an offering on 
Form S-18 may also use Form S-18 subject to the 
offering ceiling limitations in paragraph A(b) of the 
Rule as to Use. 


B. Narrative Disclosure 


The narrative disclosure called for by Form S-18 
contains fewer disclosure items than are required by 
Form S-1. The items that are included in the form, 
however, are generally consistent in content with their 
corresponding items in Form S-1.'' The Commission 
believes that the disclosure items included in Form 
S-18 will provide adequate firm oriented information to 
investors. Comment is requested as to whether any 
additional information should be included or whether 
any existing items should be deleted or modified.12 





10 For example, assuming the issuer has had no other 
sales of securities in the preceding 12 months, as 
computed in paragraph A(b) of the Rule as to Use, a 
calendar year issuer who had an offering constituting 
50% of the offering ceiling in March could use Form 
S-18 to raise the remaining 50% of the ceiling up until 
December 31 of the same year. 


11 In view of the small size of the registrants expected 
to utilize Form S-18, Item 9 of the Form calls for 
disclosure with respect to each director and the three 
highest paid officers whose aggregate remuneration 
exceeds $20,000 rather than the $40,000 floor in Form 
S-1. 


12 The Commission has proposed amendments to 
certain registration and reporting forms relating to the 
disclosure of management background information 
and pending legal proceedings (Securities Act Release 
No. 5826). These proposals are reflected in proposed 
Form S-18, however, it is anticipated that the form 
would be revised if such proposals are not adopted, or 
adopted in revised fashion. 
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C. Financial Statements 


Form S-18 requires audited financial statement 
disclosure substantially in accordance with that 
required by Regulation A. Specifically, Form S-18 
requires: (1) a consolidated balance sheet as of a date 
within 90 days prior to the date the registration 
statement is declared effective; and (2) consolidated 
statements of income, source and application of 
funds, and other stockholders’ equity for the two fiscal 
years prior to the date of filing prepared in accordance 
with generally accepted accounting principles and 
practices. 


A registrant, therefore, may include substantially less 
financial statement disclosure in Form S-18 than would 
otherwise be required in Form S-1. The Commission 
believes that the elimination of expenses through the 
reduction of the quantity of financial statements and 
schedules disclosure will result in costs savings to 
registrants and, at the same time, provide adequate 
information to investors with respect to offerings of $3 
million or less. The Commission specifically requests 
comments on whether this proposed financial 
disclosure is adequate, and whether it will facilitate the 
raising of capital in a manner consistent with the 
protection of investors. 


Proposed Amendment to Guide 23 


Guide 23 of the Guides For the Preparation and Filing 
of Registration Statements Under the Securities Act of 
1933 represents policies and practices developed by 
the Division of Corporation Finance with respect to the 
need for updating financial statements and related data 
in registration statements. The proposed amendment 
to Guide 23 provides that in the event that there is a 
delay between the date of filing the registration 
statement on Form S-18 and its effectiveness 
registrants with an established record of earnings and 
in a sound financial condition may be required to 
furnish later sales and net income information on a 
quarterly basis compared with a similar period of the 
preceding year, if the amendment when effective would 
otherwise include data over four and one-half months 
old. This information would follow the Statement of 
Income in the prospectus. 


Registrants with no established record of earnings and 
registrants currently showing losses or a weak 
financial condition would be required to furnish the 
above data and also may be required to bring the 
financial statements up to the latest practicable date 
not more than 90 days prior to filing the amendment 





13 Regulation A financial statements are required to be 
prepared in accordance with GAAP. 
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upon which it is expected the filing will become 
effective. In addition, if delay carries the effective date 
beyond the close of the fiscal year and by applying due 
diligence the registrant and its independent accountant 
can have an audit completed prior to the planned 
effective date, audited statements for the fiscal year 
should be substituted for interim statements whether 
or not the interim financial statements have been 
audited. 


The proposed amendment also provides that when 
numerous or involved financial transactions have been 
effected since the date of the financial statements 
furnished or it is recognized that unusual conditions 
affect the determination of earnings, the Commission 
has indicated that later interim financial statements 
may be requested on an audited basis as a condition to 
acceleration under Section 8(a) of the Act. 


Proposed Amendment to Form 10-K 


In order to further reduce the expenses resulting from 
registration under the Securities Act, the Commission 
proposes to allow registrants filing on Form S-18 and 
thereby becoming subject to the reporting provisions 
of Section 15(d) of the Exchange Act to include audited 
Regulation A type financial statements for two fiscal 
years in their initial annual report to the Commission 
on Form 10-K. The proposed amendment to 
Instructions As To Financial Statements of Form 10-K 
provides that the issuer may include, in lieu of those 
financial statements otherwise required, the following 
information: (1) a consolidated balance sheet as of the 
end of the last fiscal year and (2) statements of 
income, source and application of funds and other 
stockholders’ equity for each of the last two fiscal 
years prepared in accordance with GAAP. Registrants 
would then be able to include in their initial annual 
report on Form 10-K financial statements prepared on 
the same basis as those provided in their registration 
on Form S-18. 


Operation of Proposals 


The Commission is mindful of the cost to registrants 
and others of its proposals and recognizes its 
responsibilities to weigh with care the costs and 
benefits which result from its rules. Accordingly, the 
Commission specifically invites comments on the 
costs to registrants and others of the adoption of the 
proposals published herein. 


Pursuant to Section 23(a)(2) of the Exchange Act, the 
Commission has considered the impact that these 
proposals would have on competition and is not aware, 
at this time, of any burden that such rules, if adopted, 
would impose on competition not necessary or 
appropriate in furtherance of the purposes of the Act. 
However, the Commission specifically invites 


~ 





_ comments as to the competitive impact of these |. By adopting §239.28 to read as follows: 
proposals, if adopted. 


§239.28 Form S-18, optional form for the registration of 
PROPOSED AMENDMENTS securities to be sold to the public by the issuer for an 
It is proposed to amend 17 CFR Chapter II as follows: aggregate cash price not to exceed $3,000,000. 


SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 20549 


FORM S-18 
REGISTRATION STATEMENT 
UNDER 


The Securities Act of 1933 





(Exact name of registrant as specified in charter) 





(Address of principal executive offices) 





(Name and address of agent for services) 





(state or other (Industrial (IRS Employer !.D. Number) 
jurisdiction of classification 
incorporation) code number) 


Approximate date of commencement of proposed sale 
to the public 


Calculation of Registration Fee 








Proposed Proposed 
Title of maximum maximum 
shares offering aggregate Amount of 
being Amount being price offering registration 
registered registered per unit price fee 


Rule 406) (Rule 405(b)) (Rule 457) (Rule 457) 








The registrant hereby amends this registration statement on such date or dates as may be necessary to delay its effective 
date until the registrant shall file a further amendment which specifically states that this registration statement shall 
thereafter become effective in accordance with Section 8(a) of the Securities Act of 1933 or until the registration 
statement shall become effective on such date as the Commission, acting pursuant to said Section 8(a), may 
determine.” 





*Inclusion of this paragraph is optional. See Rule 473. 
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A. Rule as to Use of Form S-18. 


(a) This form is to be used for the registration of 
securities of any corporation not to exceed an 
aggregate cash price of $3 million which are to be sold 
by the issuer to the public for cash, provided such 
corporation: 


(1) is incorporated under the laws of the United States 
or Canada or any State or Province thereof, and has or 
proposes to have its principal business operations in 
the United States, if adomestic corporation, or Canada 
or the United States if a Canadian corporation; 


(2) is not subject to the reporting provisions of the 
Securities Exchange Act of 1934 pursuant to Section 12 
or 15(d) of the Act; and 


(3) is not a company offering limited partnership 
interests in an oil or gas program or fractional 
undivided interests in oil or gas properties; an 
investment company; or a mining company entitled to 
use Form S-3. 


(b) For purposes of computing the $3 million ceiling 
specified above, there shall be included in the 
aggregate price of the securities registered herein, the 
aggregate offering price of all securities of the issuer 
sold within one year prior to the commencement of the 
proposed offering: (i) in violation of Section 5(a) of the 
Act; or (ii) pursuant to a registration statement filed on 
Form S-18. For purposes of this rule, the term 
“securities of the issuer” shall include securities 
issued by any predecessor of the issuer or by any 
affiliate of the issuer which was organized or became 
such an affiliate within the past two years. 


(c) Notwithstanding the provisions of paragraph (a)(1), 
a registrant which has had a prior offering on Form 
S-18 may, during the remainder of the fiscal year in 
which the prior registration was made effective, use the 
form to register additional securities until the offering 
limit as computed in paragraph (b) has been met. 


B. Application of General Rules and Regulations. 


(a) Attention is directed to the General Rules and 
Regulations under the Act, particularly those 
comprising Regulation C. That regulation contains 
general requirements regarding the preparation and 
filing of the registration statement. The definitions 
contained in Rule 405 should be especially noted. 


(b) Specific attention is directed to Form SR which is 
required to be filed by first-time registrants under the 
Securities Act showing sales of registered securities 
and the use of proceeds therefrom. 


(c) Attention is directed to Securities Act Release No. 
4968 (April 24, 1969) regarding the Commission’s 
policy with respect to the prior delivery of preliminary 
prospectuses by registrants not subject to the 
reporting requirements of the Exchange Act. 


C. Documents Comprising Registration Statement. 


The registration statement shall consist of the facing 
sheet of the form, the prospectus containing the 
information specified in Part 1, the information called 
for by Part Il, the undertaking to file reports, the 
required signatures, consents of experts, and exhibits, 
and any other information or documents which are 
required or which the registrant may file as part of the 
registration statement. 


D. Form and Content of Prospectus. 


(a) The prospectus shall contain the information called 
for by all of the items of Part | of the form, except that 
no reference need be made to inapplicable items, and 
negative answers to any item may be omitted. Unless 
clearly indicated otherwise, information set forth in 
any part of the prospectus need not be repeated 
elsewhere in the prospectus. Where it is deemed 
necessary or desirable to call attention to information 
contained elsewhere in the prospectus, this may be 
done by an appropriate cross reference. 


(b) Where appropriate to a clear understanding by 
investors of the speculative or promotional nature of 
the enterprise, an introductory statement shall be 
made in the prospectus summarizing the factors which 
make the offering a speculation and setting forth such 
matters as a comparison, in percentages, of the 
securities being offered to the public for cash and 
those issued or to be issued to promoters, directors, 
officers, controlling persons and underwriters for cash, 
property and services. 


(c) Attention is directed to the Division of Corporation 
Finance’s Guides For Preparation and Filing of 
Registration Statements Under the Securities Act of 
1933. The Guides represent Division practices with 
respect to the disclosure to be provided in registration 
statements. 


E. Preparation of Part Il. 


Part Il of the registration statement shall contain the 
numbers and captions of the items in Part Il of the 
form, but the text of the items may be omitted provided 
the answers are so prepared as to indicate to the reader 
the coverage of the items without the necessity of 
referring to the text of the items or the instructions 
thereto. If the information required by any item of Part 
ll is completely disclosed in the prospectus, reference 
may be made to the specific page or caption of the 
prospectus which contains such information. 
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PART I. 


(b) State briefly the discounts and commissions to be ” 
allowed or paid to dealers, including all cash, > 
securities, contracts or other consideration to be ™ 


INFORMATION REQUIRED IN PROSPECTUS 


Item 1. Distribution Spread. 


The information called for by the following table shall 
be given, in substantially the tabular form indicated, on 
the outside front cover page of the prospectus as to all 
securities being registered (estimate, if necessary). 





Price Underwriting 
to discounts and 
Public commissions 


Proceeds to 
registrant or 
other persons 





Per Unit 





Total 





Instructions. 1. The term “commissions” has the 
meaning given in paragraph (17) of Schedule A of the 
Act. Only commissions paid by the registrant in cash 
are to be included in the table. Commissions paid by 
other persons, and other considerations to the 
underwriters, shall be set forth following the table with 
a reference thereto in the second column of the table. 
Any finder’s fees or similar payments shall be 
appropriately disclosed. 


2. If it is impracticable to state the price to the public, 
the method by which it is to be. determined shall be 
explained. In addition, if the securities are to be offered 
at the market, or if the offering price is to be 
determined by a formula related to market prices, 
indicate the market involved and the market price as of 
the latest practicable date. 


Item 2. Plan of Distribution. 


(a) If the securities being registered are to be offered 
through underwriters, give the names of the principal 
underwriters, and state the respective amounts 
underwritten. Identify each such underwriter having 
a material relationship to the registrant and state the 
nature of the relationship. State briefly the nature of 
the underwriters’ obligation to take the securities. 
Instruction. All that is required as to the nature of the 
underwriters’ obligation is whether the underwriters are 
or will be committed to take and to pay for all of the 
securities if any are taken, or whether it is merely an 
agency or “best efforts” arrangement under which the 
underwriters are required to take and pay for only such 
securities as they may sell to the public. Conditions 
precedent to the underwriters’ taking the securities, 
including “market outs”, need not be described except 
in the case of an agency or “best efforts” arrangement. 
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received by any dealer in connection with the sale of 
the securities. 


Instruction. \f any dealers are to act in the capacity of 
subunderwriters and are to be allowed or paid any 
additional discounts or commissions for acting in such 
capacity, a general statement to that effect will suffice 
without giving the additional amounts to be so paid. 


(c) Outline briefly the plan of distribution of any 
securities being registered which are to be offered 
otherwise than through underwriters. 


(d) Identify any principal underwriter that intends to 
confirm sales to any accounts over which it exercises 
discretionary authority and include an estimate of the 
amount of securities so intended to be confirmed. 


Instruction. The response to this item shall be 
contained in a pre-effective amendment which will be 
circulated if the information is not available when the 
registration statement is filed. 


Item 3. Use of Proceeds to Registrant. 


State the principal purposes for which the net proceeds 
to the registrant from the securities to be offered are 
intended to be used, and the approximate amount 
intended to be used for each such purpose. 


Instructions. 1. Details of proposed expenditures are 
not to be given; for example, there need be furnished 
only a brief outline of any program of construction or 
addition of equipment. If any substantial portion of the 
proceeds has not been allocated for particular 
purposes, a statement to that effect shall be made 
together with a statement of the amount of proceeds 
not so allocated. 


2. Include a statement as to the use of the actual 
proceeds ii they are not sufficient to accomplish the 
purposes set forth and the order of priority in which 
they will be applied. However, such statement need not 
be made if the underwriting arrangements are such 
that, if any securities are sold to the public, it can be 
reasonably expected that the actual proceeds of the 
issue will not be substantially less than the estimated 


aggregate proceeds to the registrant as shown under 
Item 1. 


3. If any material amounts of other funds are to be 
used in cor, ction with the proceeds, state the 
amounts and sources of such other funds. If any 
material part of the proceeds is to be used to discharge 
a loan, the item is to be answered as to the use of the 





proceeds of the loan if the loan was made within one 
year; otherwise, it will suffice to state that the 
proceeds are to be used to discharge the indebtedness 
created by the loan. 


4. If any material amount of the proceeds is to be used 
to acquire assets, otherwise than in the ordinary 
course of business, briefly describe the assets and give 
the names of the persons from whom they are to be 
acquired. State the cost of the assets to the registrant 
and the principle followed in determining such cost. 


Item 4. Organization Within 5 Years. 


If the registrant was organized within the past 5 years, 
furnish the following instructions: 


(a) State the names of the promoters, the nature and 
amount of anything of value (including money, 
property, contracts, options or rights of any kind) 
received or to be received by each promoter directly or 
indirectly from the registrant, and the nature and 
amount of any assets, services or other consideration 
therefor received or to be received by the registrant. 
The term “promoter” is defined in Rule 405 under the 
Act. 


(b) As to any assets acquired or to be acquired by the 
registrant from a promoter, state the amount at which 
acquired or to be acquired and the principle followed or 
to be followed in determining the amount. Identify the 
persons making the determination and state their 
relationship, if any, with the registrant or any 
promoter. If the assets were acquired by the promoter 
within two years prior to their transfer to the registrant, 
state the cost thereof to the promoter. 


(c) List all parents of the registrant showing the basis 
of control and as to each parent, the percentage of 
voting securities owned or other basis of control by its 
immediate parent, if any. 


Instruction. \Include the registrant and show the 
percentage of its voting securities owned or other basis 
of control by its immediate parent. In case any parent 
is a resident of, or a corporation or other organization 
formed under the laws of, any foreign country, give the 
name of such country for each such foreign parent, 
and, if it is a corporation or other organization, state 
briefly the nature of the organization. 


Item 5. Description of Business 


(a) Describe the business done and intended to be 
done by the registrant and its subsidiaries and the 
general development of such business during the past 
five years, or such shorter period as the registrant may 
have been engaged in business. The description shall 


include information as to matters such as the 
following: 


1. Competitive conditions in the industry or industries 
involved and the competitive position of the registrant, 
if known or reasonably available to the registrant. if 
several products or services are involved, separate 
consideration shall be given to the principal products 
or services or classes of products or services. 


2. If a material part of the business is dependent upon 
a single customer or a few customers, the loss of any 
one or more of whom would have a materially adverse 
effect on the business of the registrant, the name of 
the customer or customers, their relationship, if any, 
to the registrant and material facts regarding their 
importance to the business of the registrant. 


3. The principal products produced and services 
rendered by the registrant, the principal markets for, 
and methods of distribution of, such products and 
services, including any significant changes in the 
kinds of products produced or services rendered, or in 
the markets or methods of distribution, during the past 
three fiscal years. 


4. To the extent that information concerning backlog 
is material to an understanding of the business of the 
registrant, the dollar amount of backlog orders 
believed to be firm, as of a recent date and as of a 
comparable date in the preceding fiscal year, together 
with an indication of the portion thereof not reasonably 
expected to be filled within the current fiscal year, and 
seasonal or other material aspects of the backlog. 


5. The sources and availability of raw materials 
essential to the business. 


6. The importance to the business and the duration 
and effect of, all material patents, trade marks, 
licenses, franchises and concessions held. 


7. (a) The estimated dollar amount spent during each 
of the last two fiscal years on material research 
activities relating to the development of new products 
or services or the improvement of existing products or 
services, indicating those activities which were 
company-sponsored and/or those which were 
customer-sponsored. 


(b) In addition to the description of the business done 
and intended to be done required by paragraph 5(a) and 
without limiting that requirement, if there has been a 
public announcement of, or if information otherwise 
has become public about, the registrani’s intent to 
introduce a new product or enter a new industry 
segment requiring the investment of a material amount 
of total assets, a description of the status of such 
product of segment (e.g., whether in the planning 
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stage, whether prototypes exist, the degree to which 
product design has progressed or whether further 
engineering is necessary). 


(c) Where material, state the approximate number of 
employees engaged fulltime in each of the activities 
described in (a) above during each fiscal year and in (b) 
above. 


Note: Item 9(a)(7)(b) requires a description of the 
status of product development in addition to the 
description of the business done and intended to be 
done required by paragraph 9(a). Item 9(a)(7)(b) is 
not intended to require disclosure of otherwise non- 
public corporate information the disclosure of which 
would adversely affect the registrant’s competitive 
position. Subparagraph (a) requires disclosure of 
financial information relating to research and develop- 
ment activities. Subparagraph (b) is intended to elicit 
additional specific information only where there has 
been apublic announcement or where information has 
otherwise become public concerning a new product or 
industry segment requiring the investment of a 
material amount of total assets. 


8. The number of persons employed by the registrant. 


9. The extent to which the business of the registrant or 
a material portion thereof is or may be seasonal. 


Instructions. 1. If the registrant proposes to introduce 
or has recently introduced a new product or proposes 
to do business or has recently begun to do business in 
a new industry segment requiring the investment of a 
material amount of its total assets, provide as 
supplemental information at the time of filing of the 
document, but not as part thereof, a copy of any 
studies conducted or performed by or for the registrant 
relating to such business or product and a statement 
as to the actual or proposed use of such study. If any 
such study is not available at the time of filing, it 
should be provided as soon thereafter as practicable. 
Where material, disclosure of the absence of such 
study is required. 


2. The principal methods of competition (e.g., price, 
service, warranty or product performance) should be 
identified and positive and negative factors pertaining 
to the competitive position of the registrant, to the 
extent that they exist, should be explained if known or 
reasonably available to the registrant. An estimate of 
the number of competitors should be included, and, 
where material, the particular markets in which the 
registrant competes should be identified. Where one or 
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a small number of competitors are dominant, they 
should be identified. 


3. Where material to understanding the registrant’s 
business, the registrant’s and industry practices and 
conditions as they relate to working capital items 
should be explained (e.g. where the registrant’s 
business is highly seasonal; where the registrant is 
required to carry significant amounts of inventory to 
meet rapid delivery requirements of customers or to 
assure itself of a continuous allotment of goods from 
suppliers; or where the registrant has _ provided 
extended payment terms to customers). 


4. The description shall not relate to the powers and 
objects specified in the charter, but to the actual 
business done and intended to be done. Include the 
business of subsidiaries and affiliates of the registrant 
insofar as is necessary to understand the charter and 
development of the business conducted by the total 
enterprise. 


5. Appropriate disclosure shall also be made as to the 
material effects that compliance with Federal, State 
and local provisions which have been enacted or 
adopted regulating the discharge of materials into the 
environment, or otherwise relating to the protection of 
the environment, may have upon the capital 
expenditures, earnings and competitive position of the 
registrant and its subsidiaries. Registrant shall 
disclose any material estimated capital expenditures 
for environmental control facilities for the remainder of 
its current fiscal year and its succeding fiscal year; and 
such further periods as the registrant may deem 
material. 


6. In describing developments, information shall be 
given as to matters such as the following: the nature 
and results of any bankruptcy, receivership or similar 
proceedings with respect to the registrant or any of its 
significant subsidiaries; the nature and results of any 
other material reorganization, readjustment or 
succession of the registrant or any of its significant 
subsidiaries; the acquisition or disposition of any 
material amount of assets otherwise than in the 
ordinary course of business; and any material changes 
in the mode of conducting the business. 


7. The business of a predecessor or predecessors shall 
be deemed to be the business of the registrant for the 
purpose of this item. 


8. Appropriate disclosure shall be made with respect 
to any material portion of the business which may be 
subject to renegotiation of profits or termination of 
contracts or subcontracts at the election of the 
Government. 





. 9. Describe, if formulated, the registrant’s plan of 
operation for the remainder of the fiscal year, if the 
registration statement is filed prior to the end of the 
registrant’s second fiscal quarter. Describe, if 
formulated, the registrant’s plan of operation for the 
remainder of the fiscal year and for the first six months 
of the next fiscal year, if the registration statement is 
filed subsequent to the end of the second fiscal 
quarter. If such information is not available, the 
reasons for its not being available should be stated. 
Disclosure relating to any plan should include such 
matters as: 


(a) A statement in narrative form indicating the 
registrant’s opinion as to the period of time that the 
proceeds from the offering will satisfy cash 
requirements and whether in the next six months it will 
be necessary to raise additional funds to meet the 
expenditures required for operating the business of the 
registrant. The basis for such opinion shall be set forth 
with specificity and categories of expenditures and 
sources of cash resources shall be identified. Amounts 
of expenditures and cash resources need not be 
provided. In addition, if the narrative statement is 
based on a cash budget, such budget should be 
furnished to the Commission as supplemental 
information, but not as a part of the registration 
statement. 


(b) An explanation of material product research and 
development to be performed during the period covered 
by the plan, including where there has been a public 
announcement of or such information has otherwise 
become public the registrant’s intent to introduce a 
new product or enter a new industry segment requiring 
the investment of a material amount of total assets, a 
description of the status of such product or segment 
(e.g., whether in the planning stage, whether 
prototypes exist, the degree to which product design 
has progressed or whether further engineering is 
necessary). 


(c) Any anticipated material acquisition of plant and 
equipment and the capacity thereof. 


(d) Any anticipated material changes in number of 
employees in the various departments such as research 
and development, production, sales or administration. 


(e) Other material areas which may be peculiar to the 
registrant’s business. 


(b) If the registrant is required to include segment 
information in its financial statements, such 
information shall be disclosed in the description of 
business; if the segment information is located on a 
page that is not clearly a part of the description of 
business, the information shall be incorporated by 
reference. 


Item 6. Description of Property. 


State briefly the location and general character of the 
principal plants, mines and other materially important 
physical properties of the registrant and its 
subsidiaries. If any such property is not held in fee or is 
held subject to any major encumbrance, so state and 
briefly describe how held. 


Instructions. 1. What is required is information 
essential to an investor’s appraisal of the securities 
being registered. Such information should be 
furnished as will reasonably inform investors as to the 
suitability, adequacy, productive capacity and extent 
of utilization of the facilities used in the enterprise. 
Detailed descriptions of the physical characteristics of 
individual properties or legal descriptions by metes 
and bounds are not required and should not be given. 


2. In the case of an extractive enterprise, material 
information should be given as to production, reserves, 
locations, developments and the nature of the 
registrant’s interest. Where individual properties are of 
major significance to the enterprise (i) more detailed 
information concerning these matters should be fur- 
nished, including the results of development in the 
area and significant geological structures and 
formations, where appropriate and (ii) appropriate 
maps should be used to disclose location data of 
significant properties except where numerous maps 
would be required. Where the report of an engineer or 
other expert is referred to in the prospectus, a copy of 
the full report normally should be furnished as 
supplemental information but not as a part of the 
registration statement. 


Item 7. Legal Proceedings. 


Briefly describe any material legal proceedings other 
than ordinary routine litigation incidental to the busi- 
ness to which the registrant or any of its subsidiaries is 
a party or of which any of their property is the subject. 
Include the name of the court or agency in which the 
proceedings are pending, the date instituted, the 
principal parties thereto, a description of the factual 
basis alleged to underlie the proceeding and the relief 
sought. Include similar information as to any such 
proceedings known to be contemplated by government 
authorities. 


Instructions. 1. If the business ordinarily results in 
actions for negligence or other claims, no such action 
or claim need be described unless it departs from the 
normal kind of such actions. 


2. No information need be given with respect to any 
proceeding which involves primarily a claim for 


SEC DOCKET/343 





damages if the amount involved, exclusive of interest 
and costs, does not exceed 10 percent of the current 
assets of the registrant and its subsidiaries on a 
consolidated basis. However, if any proceeding 
presents in large degree the same issues as other pro- 
ceedings pending or known to be contemplated, the 
amount involved in such other proceedings shall be 
included in computing such percentage. 


3. Notwithstanding Instructions 1 and 2, any material 
bankruptcy, receivership, or similar proceeding with 
respect to the registrant or any of its significant 
subsidiaries shall be described. Any material proceed- 
ing to which any director, officer or affiliate of the 
registrant, any owner of record or beneficially of more 
than 10 percent of any class of voting securities of the 
registrant, or any associate of any such director, 
officer or security holder is a party adverse to the 
registrant or any of its subsidiaries or has a material 
interest adverse to the registrant or any of its sub- 
sidiaries also shall be described. 


4. Notwithstanding the foregoing, administrative or 
judicial proceedings arising under any Federal, state or 
local provisions which have been enacted or adopted 
regulating the discharge of materials into the environ- 
mentor otherwise relating to the protection of theenviron- 
ment shall not be deemed “ordinary routine litigation 
incidental to the business” and shall be described if 
such proceedings is material to the business or 
financial condition of the registrant or if it involves 
primarily a claim for damages and the amount involved, 
exclusive of interest and costs, exceeds 10 percent of 
the current assets of the registrant and its subsidiaries 
on a consolidated basis. Any such proceedings by 
governmental authorities shall be deemed material and 
shall be described whether or not the amount of any 
claim for damages involved exceeds 10 percent of 
current assets on a consolidated basis and whether or 
not such proceedings are considered “ordinary routine 
litigation incidental to the business”; provided, 
however, that such proceedings which are similar in 
nature may be grouped and described generically, 
stating: the number of such proceedings; the issues 
generally involved; and, if such proceedings in the 
aggregate are material to the business or financial 
condition of the registrant, the effect of such 
proceedings on the business or financial condition of 
the registrant. 


Item 8. Directors and Executive Officers. 


(a) List the names and ages of all directors of the 
registrant and all persons chosen to become directors: 
indicate all positions and offices with the registrant 
held by each such person, if such person is a member 
of any committee(s) of the registrant’s Board of 
Directors, indicate such membership(s); state his term 
of office as director and the period during which he has 
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served as such; indicate any directorship held by each 
such person in any company with a class of securities 
registered pursuant to Section 12 of the Exchange Act 
or subject to the requirements of Section 15(d) of that 
Act or any company registered as an investment 
company under the Investment Company Act of 1940; 
briefly describe any arrangement or understanding 
between him and any other person pursuant to which 
he was selected as a director. 


Instructions. 1. Do not include arrangements or 
understandings with directors or officers of the 
registrant acting solely in their capacities as such. 


2. If any person chosen to become a director has not 
consented to act as such, so state. 


(b) List the names and ages of all executive officers 
of the registrant and all persons chosen to become 
executive officers; indicate all positions and offices 
with the registrant held by each such person; state his 
term of office as officer and the period during which he 
has served as such and briefly describe any 
arrangement or understanding between him and any 
other person pursuant to which he was selected as an 
officer. 


Instructions. 1. Do not include arrangements or 
understandings with directors or officers of the 
registrant acting solely in their capacities as such. 


2. If any person chosen to become a director has not 
consented to act as such, so state. 


3. The term “executive officer” means the president, 
secretary, treasurer, any vice president in charge of a 
principal business function (such as _ sales, 
administration or finance) and any other person who 
performs similar policy making functions for the 
registrant. 


(c) Where the registrant employs persons such as 
production managers, sales managers, or research 
scientists, who are not executive officers, but who 
make or are expected to make significant contributions 
to the business of the registrant, such persons should 
be identified and their background disclosed to the 
same extent as in the case of executive officers. 


(d) State the nature of any family relationship 
between any director or executive officer or person 
named in answer to paragraph (c) and any other 
director or executive officer or person named in answer 
to paragraph (c). 


Instruction. The term “family relationship” means any 
relationship by blood, marriage, or adoption, not more 
remote than first cousin. 


( 





(e) Give a brief account of the business experience 
during the past five years of each director and each 
executive officer and each person named in answer to 
paragraph (c), including his principal occupations find 
employment during that period and the name and 
principal business of any corporation or other 
Organization in which such occupations and 
employment were carried on. Where an executive 
officer or person named in response to paragraph (c) 
has been employed by the registrant or a subsidiary of 
the registrant for less than five years, a_ brief 
explanation should be included as to the nature of the 
responsibilities undertaken by the individual in prior 
positions to provide adequate disclosure of his prior 
business experience. What is required is information 
relating to the level of this professional competence 
which may include, depending upon the circum- 
stances, such specific information as the size of the 
operation supervised. 


(f) Describe any of the following events which 
occurred during the past five years and which are 
material to an evaluation of the ability and integrity of 
any director or executive officer of the registrant: 


(1) <A petition under the Bankruptcy Act or any state 
insolvency law was filed by or against, or a receiver, 
fiscal agent or similar officer was appointed by a court 
for the business or property of, such person, or a 
partnership in which he was a general partner at or 
within two years before the time of such filing, or any 
corporation or business association of which he was 
an executive officer at or within two years before the 
time of such filing; 


(2) Such person was convicted in a criminal 
proceeding (excluding traffic violations and other 
minor offenses) or is the subject of a criminal 
proceeding which is presently pending; 


(3) Such person was the subject of any order, 
judgment or degree, not subsequently reversed, 
suspended, or vacated, of any court of competent 
jurisdiction permanently or temporarily enjoining him 
from, or otherwise limiting the following activities: 


(i) acting as an investment adviser, underwriter, 
broker or dealer in securities, or as an affiliated person, 
director or employee of any investment company, 
bank, savings and loan association or insurance 
company, or engaging in or continuing any conduct or 
practice in connection with such activity; 


(ii) engaging in any type of business practice; or 
(iii) engaging in any activity in connection with the 


purchase or sale of any security or in any violation of 
Federal or state securities laws. 


(4) Such person was the subject of any order, 
judgement or decree, not subsequently reversed, 
suspended or vacated, of any Federal or state authority 
barring, suspending or otherwise limiting for more 
than 60 days the right of such person to engage in any 
activity described in subparagraph (3), above, or to be 
associated with persons engaged in any such activity. 


(5) Such person was found by a court of competent 
jurisdiction in a civil action to have violated any Federal 
or state securities law, and the judgment in such civil 
action has not been subsequently reversed. 


Instruction. \f any event specified in this paragraph (f) 
has occurred but information in regard thereto is 
omitted on the ground that it is not material, the 
registrant shall furnish the Commission, as 
supplemental information and not as part of this 
registration statement, a description of the event and a 
statement of the reasons for the omission of 
information in regard thereto. 


Item 9. Remuneration of Directors and Officers. 


(a) Furnish the following information in substantially 
the tabular form indicated below as to all direct 
remuneration paid by the registrant and its affiliates 
during the registrant’s last fiscal year to the following 
persons for services in all capacities. 


(1) Each director, and each of the three highest paid 
officers of the registrant whose aggregate direct 
remuneration exceeded $20,000, naming each such 
person. 


(2) All directors and officers of the registrant as a 
group, without naming them. 





(A) (B) (C) 

Name of indivi- Capacities in 

dual oridentity which remunera- Aggregate direct 
of group tion was received remuneration 





Instructions. 1. This item applies to any person who 
was a director or officer of the registrant at any time 
during the period specified. However, information need 
not be given for any portion of the period during which 
such person was not a director or officer of the 
registrant. 


2. The information is to be given on an accrual basis 
if practicable. The tables required by this paragraph 
and paragraph (b) may be combined if the registrant 
so desires. 
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3. Do not include remuneration paid to a partnership 
in which any director or officer was a partner, but see 
Item 11. 


4. If the registrant has not completed a full fiscal year 
since its organization or if it acquired or is to acquire 
the majority of its assets from a predecessor within the 
current fical year, the information shall be given for the 
current fiscal year, estimating future payments, if 
necessary. To the extent that such remuneration is to 
be computed upon the basis of a percentage of profits, 
it will suffice to state such percentage without 
estimating the amount of such profits to be paid. 


5. If any part of the remuneration shown in response 
to this item was paid pursuant to a material bonus or 
profit-sharing plan, briefly describe the plan and the 
basis upon which directors or officers participate 
therein. See Instruction 1 to paragraph (b) for the 
meaning of the term “plan.” 


(b) Furnish the following information, in substantially 
the tabular form indicated below, as to all pension or 
retirement benefits proposed to be paid under any 
existing plan in the event of retirement at normal 
retirement date, directly or indirectly, by the registrant 
or any of its subsidiaries to each director or officer 
named in answer to paragraph (a)(1) above: 





(A) (B) 
Amounts set aside 

or accrued during Estimated annual 
registrant’s last benefits upon 


fiscal year retirement 


(C) 


Name 
individual 





Instructions. 1. The term “plan” in this item includes 
all plans, contracts, authorizations or arrangements, 
whether or not set forth in any formal document. 


2. Column (B) need not be answered with respect to 
amounts computed on an actuarial basis under any 
plan which provides for fixed benefits in the event of 
retirement at a specified age or after a specified 
number of years of service. 


3. The information called for by Column (C) may be 
given in a table showing the annual benefits payable 
upon retirement to persons in specified salary 
classifications. 


4. In the case of any plan (other than those specified 
in Instruction 2) where the amount set aside each year 
depends upon the amount of earnings of the registrant 
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or its subsidiaries for such year or a prior year, or 


where it is otherwise impracticable to state the ( 


estimated annual benefits upon retirement, there shall X 
be set forth, in lieu of the information called for by 
Column (C), the aggregate amount set aside or accrued 
to date, unless it is impracticable to do so, in which 
case there shall be stated the method of computing 
such benefits. 


(c) Describe briefly all remuneration payments (other 
than payments reported under paragraph (a) or (b) of 
this item) proposed to be made in the future, directly or 
indirectly, by the registrant or any of its subsidiaries 
pursuant to any existing plan or arrangement to 
(i) each director or officer named in answer to 
paragraph (a)(1), naming each such person, and 
(ii) all directors and officers of-the registrant as a 
group, without naming them. 


Instruction. \nformation need not be included as to 
payments to be made for, or benefits to be received 
from, group life or accident insurance, group 
hospitalization or similar group payments or benefits. 
If it is impracticable to state the amount of 
remuneration payments proposed to be made, the 
aggregate amount set aside or accrued to date in 
respect of such payments should be stated, together 
with an explanation of the basis for future payments. 


Item 10. 
Registrant. 


Options to Purchase Securities of the 


Give the name of each person who holds or is to hold 
any options, warrants or rights to purchase securities 
of the registrant from the registrant. State the amount 
of securities of each class called for by each option, 
warrant or right and the consideration for the granting 
of the options, warrants or rights. Outline briefly the 
prices, expiration dates and other material conditions 
on which each option, warrant or right may be 
exercised. 


Item 11. Security Ownership of Certain Beneficial 
Owners and Management. 


(a) Furnish the following information, as of the most 
recent practicable date, in substantially the tabular 
form indicated, with respect to any person (including 
any “group” as that term is used in Section 13(d)(3) of 
the Securities Exchange Act of 1934 who is known to 
the registrant to be the beneficial owner of more than 
five percent of any class of the registrant’s voting 
securities. Show in Column (3) the total number of 
shares beneficially owned and in Column (4) the 
percent of class so owned. Of the number of shares 
shown in Column (3), indicate by footnote or otherwise 
the amount known to be shares with respect to which 
such listed beneficial owner has the right to acquire 





beneficial ownership, as specified in Rule 13d-3(d)(1) 
under the Exchange Act [17 CFR 240.13d-3(d)(1)]. 





(2) (3) (4) 
Name and 
Address of Amount Be- 
Beneficial Beneficially 
Owner Owned 


Percent of 
Class 





(b) Furnish the following information, as of the most 
recent practicable date, in substantially the tabular 
form indicated, as to each class of equity securities of 
the registrant or any of its parents or subsidiaries, 
other than directors’ qualifying shares, beneficially 
owned by all directors and officers of the registrant as 
a group, without naming them. Show in Column (2) the 
total number of shares beneficially owned and in 
Column (3) the percent of class so owned. Of the 
number of shares shown in Column (2), indicate, by 
footnote or otherwise, the amount of shares with 
respect to which such persons have the right to acquire 
beneficial ownership as specified in Rule 13e-3(d)(1) 
under the Exchange Act. 





(1) (2) (3) 
Title of Class Amount Benefi- Percent of Class 
cially Owned 





(c) Describe any arrangements, known to the 
registrant, including any pledge by any person of 
securities of the registrant or any of its parents, the 
operation of which may at a subsequent date result in a 
change in control of the registrant. 


Instructions. 1. The percentages are to be calculated 
on the basis of the amount of outstanding securities, 
excluding securities held by or for the account of the 
registrant or its subsidiaries; however, such 
calculations may be made on the basis of outstanding 
securities plus securities deemed outstanding 
pursuant to Rule 13e-3(d)(1) under the Exchange Act 
provided appropriate disclosure is made as to the 
method of calculating. 


2. Forthe purposes of this item, beneficial ownership 
shall be determined in accordance with Rule 13e-3 [17 
CFR 240.13d-3] under the Exchange Act. 


3. For purposes of furnishing information pursuant to 
paragraph (a), the registrant may indicate the source 
and date of such information. 


4. Where more than one beneficial owner is known to 
be listed for the same securities, appropriate 
disclosure should be made to avoid confusion. 


5. Paragraph (c) does not require a description of 
ordinary default provisions contained in the charter, 
trust indentures or other governing instruments 
relating to securities of the registrant. 


6. If, to the knowledge of the registrant or any 
principal underwriter of the securities being registered, 
more than five percent of any class of voting securities 
of the registrant are held or are to be held subject to 
any voting trust or similar arrangement, state the title 
of such securities, the amount held or to be held and 
the duration of the agreement. Give the names and 
addresses of the voting trustees and outline briefly 
their voting rights and other powers under the 
agreement. 


Item 12. Interest of Management and Others in Certain 
Transactions. 


Describe briefly any transactions since the beginning 
of the issuer’s last fiscal year or any presently 
proposed transactions, to which the issuer or any of its 
subsidiaries was or is to be a party, in which any of the 
following persons had or is to have a direct or indirect 
material interest, naming such person and stating his 
relationship to the issuer, the nature of his interest in 
the transaction and, where practicable, the amount of 
such interest: 


(1) Any director or officer of the issuer; 


(2) Any security holder named in answer to Item 5(d); 
or 


(3) Any associate of the foregoing persons. 


Instructions. 1. See Instruction 1 to Item 9(a). No 
information need be given in response to this Item as 
to any remuneration or other transaction reported in 
response to Item 9 or with respect to which information 
may be omittted pursuant to Instruction 2 to Item 9(b) 
or the Instruction to Item 9(c). 


2. No information need be given in answer to this 
Item as to any transaction where: 


(a) the rates or charges involved in the transaction are 
determined by competitive bids, or the transaction 
involves the rendering of services as a common or 
contract carrier, or public utility, at rates or charges 
fixed in conformity with law or governmental authority; 


(b) the transaction involves services as a bank 
depositary of funds, transfer agent, registrar, trustee 
under a trust indenture, or similar services; 
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(c) the amount involved in the transaction or a series 
of similar transactions, including all periodic 
installments in the case of any lease or other 
agreement providing for periodic payments or 
installments, does not exceed $20,000; or 


(d) the interest of the specified person arises solely 
from the ownership of securities of the issuer and the 
specified person receives no extra or special benefit 
not shared on a pro rata basis by all holders of 
securities of the class. 


3. It should be noted that this item calls for 
disclosure of indirect, as well as direct, material 
interests in transactions. A person who has a position 
or relationship with a firm, corporation, or other entity, 
which engages in a transaction with the issuer or its 
subsidiaries may have an indirect interest in such 
transaction by reason of such position or relationship. 
However, a person shall be deemed not to have a 
material indirect interest in a transaction within the 
meaning of this Item where: 


(a) the interest arises only (i) from such person’s 
position as a director of another corporation or 
organization (other than a partnership) which is a party 
to the transaction, or (ii) from the direct or indirect 
ownership by such person and all other persons 
specified in subparagraphs (1) through (4) above, in the 
aggregate, of less than a 10 percent equity interest in 
another person (other than a partnership) which is a 
party to the transaction, or (iii) from both such position 
and ownership. 


(b) the interest arises only from such _ person’s 
position as a limited partner in a partnership in which 
he and all other persons specified in (1) through (4) 
above had an interest of less than 10 percent; or 


(c) the interest of such person arises solely from the 
holding of an equity interest (including a limited 
partnership interest but excluding a general partnerhip 
interest) or a creditor interest in another person which 
is a party to the transaction with the issuer or any of its 
subsidiaries and the transaction is not material to such 
other person. 


4. The amount of the interest of any specified person 
shall be computed without regard to the amount of the 
profit or loss involved in the transaction. Where it is 
not practicable to state the approximate amount of 
interest, the approximate amount involved in the 
transaction shall be disclosed. 


5. Information should be included as to any material 
underwriting discounts and commissions upon the 
sale of securities by the registrant where any of the 
specified persons was or is to be a principal 
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underwriter or is a controlling person, or member, of a 
firm which was or is to be a principal underwriter. | 
Information need not be given concerning ordinary 
management fees paid by underwriters to a managing 
underwriter pursuant to an agreement among 
underwriters the parties to which do not include the 
registrant or its subsidiaries. 


6. As to any transaction invoiving the purchase or 
sale of assets by or to the registrant or any subsidiary, 
otherwise than in the ordinary course of business, 
state the cost of the assets to the purchaser and if 
acquired by the seller within two years prior to the 
transaction, the cost thereof to the seller. 


7. The foregoing instructions specify certain 
transactions and interests as to which information may 
be omitted in answering this item. There may be 
situations where, although the foregoing instructions 
do not expressly authorize nondisclosure, the interest 
of a specified person in the particular transaction or 
series of transaction is not a material interest. In that 
case, information regarding such interest and 
transaction is not required to be disclosed in reponse 
to this item. 


Item 13. Securities Being Registered. 


(a) If capital stock is being registered, state the title 
of the class and furnish the following information: 


(1) Outline briefly (i) dividend rights; (ii) voting 
rights; (iii) liquidation rights; (iv) pre-emptive rights; 
(v) conversion rights; (vi) redemption provisions; (vii) 
sinking fund provisions; and (viii) liability to further 
calls or to assessment by the registrant. 


(2) If the rights of holders of such stock may be 
modified otherwise than by a vote of a majority or more 
of the shares outstanding, voting as a class, so state 
and explain briefly. 


(3) Outline briefly any restriction on the repurchase or 
redemption of shares by the registrant while there is 
any arrearage in ihe payment of dividends or sinking 
funds installments. If there is not such restriction, so 
state. 


Instructions. 1. This item requires only a brief 
summary of the provisions which are pertinent from an 
investment standpoint. A complete legal description of 
the provisions referred to is not required and should 
not be given. Do not set forth the provisions of the 
governing instruments verbatim; only a succinct 
resume is required. 


2. If the rights evidenced by the securities being 
registered are materially limited or qualified by the 
rights of any other class of securities, include such 





information regarding such other securities as will 
enable investors to understand the rights evidenced by 
the securities being registered. 


(b) If long-term debt is being registered, outline 
briefly such of the following as are relevant: 


(1) Provisions with respect to interest, conversion, 
maturity, redemption, amortization, sinking fund or 
retirement. 


(2) Provisions with respect to the kind and priority of 
any lien securing the issue, together with a brief 
identification of the principal properties subject to 
such lien. 


(3) Provisions restricting the declaration of dividends 
or requiring the maintenance of any ratio of assets, the 
creation or maintenance of reserves or the maintenance 
of properties. 


(4) Provisions permitting or restricting the issuance 
of additional securities, the withdrawal of cash 
deposited against such issuance, the incurring of 
additional debt, the release or substitution of assets 
securing the issue, the modification of the terms of the 
security, and similar provisions. 


Instructions. 1. In the case of secured debt, there 
should be stated (i) the approximate amount of 
unbonded bondable property available for use against 
the issuance of bonds, as of the most recent 
practicable date,and (ii) whether the securities being 
registered are to be issued against such property, 
against the deposit of cash, or otherwise. 


2. Provisions permitting the release of assets upon 
the deposit of equivalent funds or the pledge of 
equivalent property, or the release of property no 
longer required in the business, obsolete property or 
property taken by eminent domain, the application of 
insurance moneys, and similar provisions, need not be 
described. 


(5) The name of the trustee and the nature of any 
material relationship with the registrant or any of its 
affiliates; the percentage of securities of the class 
necessary to require the trustee to take action, and 
what indemnification the trustee may require before 
proceeding to enforce the lien. 


(6) The general type of event which constitutes a 
default and whether or not any periodic evidence is 
required to be furnished as to the absence of default or 
as to compliance with the terms of indenture. 


Instruction. \nstructions 1 and 2 under paragraph (a) 
above shall also apply to this item. Section 305(a)(2) of 


the Trust Indenture Act of 1939 shall not be deemed to 
require the inclusion in the registration statement or in 
the prospectus of any information not required by this 
form. 


(c) If securities other than capital stock or long-term 
debt are being registered, outline briefly the rights 
evidenced thereby. If subscription warrants or rights 
are being registered, state the title and amount of 
securities called for, the period during which and the 
price at which the warrants or rights are exercisable. 


Item 14. Financial Statements and Instructions. 


The following financial statements, prepared in 
accordance with generally accepted accounting 
principles and practices, shall be filed as a part of the 
registration statement. Regulations S-X, Form and 
Content of Financial Statements, shall not apply to the 
preparation of such financial statements. 


(a) Balance Sheets of the Registrant. 


(1) The registrant shall file a consolidated balance 
sheet as of a date within 90 days prior to the date of 
filing the registration statement. This balance sheet 
need not be audited if it is not as of the latest fiscal 
year. 


(2) If the balance sheet required by paragraph (a) is 
not audited, there shall be filed in addition an audited 
balance sheet as of a date within one year unless the 
fiscal year of the registrant has ended within 90 days 
prior to the date of filing, in which case the audited 
balance sheet may be as of the end of the preceding 
fiscal year. 


(b) Statements of Income and Source and Application 
of Funds of the Registrant. 


The registrant shall file consolidated statements of 
income and source and application of funds for each of 
the two fiscal years preceding the date of the most 
recent balance sheet being filed and for the interim 
period, if any, between the end of the most recent of 
such fiscal years and the date of the most recent 
balance sheet being filed. These statements shall be 
audited to the date of the most recent audited balance 
sheet being filed. 


If an income statement is filed for an interim period, an 
unaudited income statement for a comparable period 
of the prior year shall also be filed. In connection with 
any unaudited income statements for an _ interim 
period, a statement shall be made that all adjustments 
necessary for a fair statement of the results for such 
period have been included. If all such adjustments are 
of a normal revising nature, a statement to that effect 
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shall be made; otherwise these shall be furnished as 
supplementary information but not as a part of the 
registration statement and letter describing in detail 
the nature and amount of any adjustments other 
than normal revising adjustments, entering into 
determination of the results shown. 


PART Il 
INFORMATION NOT REQUIRED IN PROSPECTUS 
Item 15. Marketing Arrangements. 


Briefly describe any arrangement known to the 
registrant or to any person named in answer to Item 2 
or 10(a) made for any of the following purposes: 


(a) To limit or restrict the sale of other securities of 
the same class as those to be offered for the period of 
distribution. 


(b) To stabilize the market for any of the securities to 
be offered. 


(c) For withholding commissions, or otherwise to 
hold each underwriter or dealer responsible for the 
distribution of his participation. 


Instruction. \f the answer to this item is contained in 
an exhibit, the item may be answered by 
cross-reference to the relevant paragraphs of the 
exhibit. 


Item 16. Other expenses of Issuance and Distribution. 


Furnish a reasonably itemized statement of all 
expenses in connection with the issuance and 
distribution of the securities being registered, other 
than underwriting discounts and commissions. 


Instruction. \nsofar as practicable, registration fees, 
Federal taxes, State taxes and fees, trustees’ and 
transfer agents’ fees, cost of printing and engraving, 
and legal, accounting and engineering fees shall be 
separately itemized. The information may be given as 
subject to future contingencies. If the amounts of any 
items are not known, estimates designated as such 
shall be given. 


Item 17. 


Relationship with Registrant of Experts 
Named in Registration Statement. 


If any expert named in the registration statement as 
having prepared or certified any part thereof was 
employed for such purpose on a contingent basis or, at 
the time of such preparation or certification or at any 
time thereafter, had a substantial interest in the 
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registrant or any of its parents or subsidiaries or was 
connected with the registrant or any of its subsidiaries 
as a promoter, underwriter, voting trustee, director, 
officer or employee, furnish a brief statement of the 
nature of such contingent basis, interest or 
connection. 


Instruction. \n the case of an accountant, any direct 
financial interest or any material indirect financial 
interest held during the period covered by the financial 
statements prepared or certified shall be deemed a 
“substantial interest” for the purpose of this item. 


Item 18. Recent Sales of Unregistered Securities. 


Furnish the following information as to all securities of 
the registrant sold by the registrant within the past 
three years which were not registered under the 
Securities Act of 1933. Include sales of reacquired 
securities as well as new issues, securities issued in 
exchange for property, services, or other securities, 
and new securities resulting from the modification of 
outstanding securities. 


(a) Give the date of sale and the title and amount of 
securities sold. 


(b) Give the names of the principal underwriters, if 
any. As to any securities sold not publicly offered, 
name the persons or identify the class of persons to 
whom the securities were sold. 


(c) As to securities sold for cash, state the aggregate 
offering price and the aggregate underwriting 
discounts or commissions. As to any securities sold 
otherwise than for cash, state the nature of the trans- 
action and the nature and aggregate amount of 
consideration received by the registrant. 


(d) Indicate the section of the Act or the Rule of the 
Commission under which exemption from registration 
was Claimed and state briefly the facts relied upon to 
make the exemption available. 


Instructions. 1. Information need not be set forth as 
to notes, drafts, bills of exchange or bankers’ 
acceptances which mature not later than one year from 
the date of issuance. 


2. If the sales were made in a series of transactions, 
the information may be given by such totals and 
periods as will reasonably convey the information 
required. 


Item 19. Exhibits. 


List all exhibits filed as a part of the registration 
statement. 





> 
y 


(a) Exhibits. 


(b) Statement of eligibility and qualification of each 
person designated to act as trustee under an indenture 
to be qualified under the Trust Indenture Act of 1939. 


UNDERTAKINGS 


A. The following undertaking should be included in 
the registration statement if equity securities are to be 
offered and the registrant has not previously sold 
securities registered under the Act: 


“The undersigned registrant hereby under- 
takes to provide to the underwriter at the 
closing specified in the underwriting agree- 
ment certificates in such denominations 
and registered in such names as required by 
the underwriter to permit prompt delivery to 
each purchaser.” 


Note. Any request for acceleration should be 
accompanied by a representation from the underwriter 
that the registrant has been requested to provide 
sufficient certificates in such denominations as to 
permit prompt delivery. 


B. The following undertaking, with appropriate modifi- 
cations to suit the particular case, shall be included in 
the registration statement if the securities being 
registered are to be offered to existing security holders 
pursuant to warrants or rights and any securities not 
taken by security holders are to be reoffered to the 
public. 


“The undersigned registrant hereby under- 
takes to supplement the prospectus, after 
the expiration of the subscription period, to 
set forth the results of the subscription 
offer, the transactions by the underwriters 
during the subscription period, the amount 
of unsubscribed securities to be purchased 
by the underwriters and the terms. of any 
subsequent reoffering thereof. If any public 
offering by the underwriters is to be made 
on terms differing from those set forth on 
the cover page of the prospectus, a post- 
effective amendment will be filed to set 
forth the terms of such offering.” 


SIGNATURES 
Pursuant to the requirements of the Securities Act of 


1933, the registrant has duly caused this registration 
statement to be signed on its behalf by the 


undersigned, thereunto duly authorized, in the City of 
, and State of 
day of . 19 





on the 








(Registrant) 
By 





(Signature and Title) 


Pursuant to the requirements of the Securities Act of 
1933, this registration statement has been signed 
below by the following persons in the capacities and 
on the dates indicated. 





(Signature) (Title) (Date) 
Instructions. 1. The registration statement shall be 
signed by the registrant, its principal executive officer 
or officers, its principal financial officer, its controller 
or principal accounting officer and by at least the 
majority of the board of directors or persons per- 
forming similar functions. If the registrant is a 
Canadian person, the registration statement shall also 
be signed by its authorized representative in the United 
States. 


2. The name of each person who signs the registration 


statement shall be typed or printed beneath his signa- 
ture. Any person who occupies more than one of the 
specified positions shall indicate each capacity in 
which he signs the registration statement. 


INSTRUCTIONS AS TO EXHIBITS 


Subject to the rules regarding incorporation by 
reference, the following exhibits shall be filed as a part 
of the registration statement. Exhibits shall be appro- 
priately lettered or numbered for convenient reference. 
Exhibits incorporated by reference may bear the 
designation given in the previous filing. Where exhibits 
are incorporated by reference, the reference shall be 
made in the list of exhibits called for by Item 18. 


1. Copies of each underwriting contract with a 
principal underwriter, each syndicate agreement and 
each purchase, subunderwriting or selling group 
agreement or letter pursuant to which the securities 
being registered are to be distributed or, if the terms of 
such documents are not determined, the proposed 
forms thereof. 


2. Copies of the charter and by-laws as presently in 
effect. 


3. (a) Specimens or copies of all securities being 
registered hereunder and copies of all constituent 
instruments defining the fights of holders of long-term 
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debt of the registrant and of all subsidiaries for which 
consolidated or unconsolidated financial statements 
are required to be filed. 


(b) There need not be filed, however, (1) any 
instrument with respect to long-term debt not being 
registered hereunder if the total amount of securities 
authorized thereunder does not exceed 5% of the total 
assets of the registrant and its subsidiaries on a 
consolidated basis and if there is filed an agreement to 
furnish a copy of such instrument to the Commission 
upon request, (2) any instrument with respect to any 
class of securities if appropriate steps to assure the 
redemption or retirement of such class will be taken 
prior to or upon delivery by the registrant of the 
securities being registered, or (3) copies of 
instruments evidencing script certificates for fractions 
of shares. 


(c) If any of the securities being registered are, or are 
to be, issued under an indenture to be qualified under 
the Trust Indenture Act of 1939, the copy of such 
indenture which is filed as an exhibit shall include or 
be accompanied by (1) a reasonably itemized and 
informative table of contents, and (2) a cross-refer- 
ence sheet showing the location in the indenture of the 
provisions inserted pursuant to Section 310 through 
319(a) inclusive of the Trust Indenture Act of 1939. 


4. Copies of any plan setting forth the terms and 
conditions upon which outstanding options, warrants 
or rights to purchase securities of the registrant or its 
subsidiaries from the registrant or any of its affiliates 
have been issued, together with specimen copies of 
such options, warrants, or rights; or, if not issued 
pursuant to such a plan, copies of each such option, 
warrant or right. 


5. An opinion of counsel, as to the legality of the 
securities being registered, indicating whether they 
will when sold be legally issued, fully paid and non- 
assessable, and, if debt securities, whether they will 
be binding obligations of the registrant. 


6. Copies of each material foreign patent for an inven- 
tion not covered by a United States patent. If a sub- 
stantial part of the securities to be offered or of the 
proceeds therefrom has been or is to be used for the 
particular purpose of acquiring, developing or 
exploiting one or more material patents or patent 
rights, furnish a list showing the number and a brief 
identification of each such patent or patent right. 


7. If any discount on capital shares is shown as a 
deduction from capital shares on the most recent 
balance sheet being filed for the registrant, there shall 
be filed a statement of the circumstances under which 
such discount arose and an opinion of counsel as to 
the legality of the issuance of the shares to which such 
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discount relates. The opinion shall set forth any 
applicable constitutional and statutory provisions and 
shall cite any decisions which in the opinion of counsel 
are controlling. 


8. If the registrant has any shares, the preference of 
which upon involuntary liquidation exceeds the par or 
stated value thereof, there shall be filed an opinion of 
counsel as to whether there are any restrictions upon 
surplus by reason of such excess and also as to any 
remedies available to security holders before or after 
payment of any dividend that would reduce surplus to 
an amount less than the amount of such excess. The 
opinion shall set forth any applicable constitutional 
and statutory provisions and shall cite any decisions 
which, in the opinion of counsel, are controlling. 


9. Copies of any voting trust agreement referred to in 
answer to Item 10. 


10. Copies of all pension, retirement or other deferred 
compensation plans, contracts or arrangements. If any 
such plan, contract or arrangement is not set forth ina 
formal document, furnish a reasonably detailed 
description thereof. Copies of any available booklet or 
other written description of any such plan, contract or 
arrangement shall also be filed. 


11. (a) Copies of every material contract not made in 
the ordinary course of business which is to be per- 
formed in whole or in part at or after the filing of the 
registration statement or which was made not more 
than two years before filing, except contracts called 
for, or the omission of which is expressly authorized by 
the foregoing instructions. Only contracts need be 
filed as to which the registrant or a subsidiary of the 
registrant is a party or has succeeded to a party by 
assumption or assignment, or in which the registrant 
or such subsidiary has a beneficial interest. 


(b) If the contract is such as ordinarily accompanies 
the kind of business conducted by the registrant and 
its subsidiaries, it is made in the ordinary course of 
business and need not be filed, unless it falls within 
one or more of the following categories, in which case 
it should be filed except where immaterial in amount or 
significance. 


(1) Directors, officers, promoters, voting trustees, 
security holders named in answer to Item 10(a) or 
underwriters are parties thereto except where the 
contract merely involves purchase or sale of current 
assets having a determinable market price, at such 
price. 


(2) It is of such materiality as to call for specific 
reference to it in the prospectus. 





(3) The registrant’s business is substantially depen- 
dent upon it, as in the case of continuing contracts to 
sell the major part of registrant’s production in the case 
of a manufacturing enterprise or to purchase the major 
part of registrant’s requirements of goods in the case 
of a distributing enterprise, or licenses to use a patent 
or formula upon which registrant’s business depends 
to a material extent. 


(4) It calls for the acquisition or sale of fixed assets for 
a consideration exceeding 15% of all fixed assets of 
the registrant and its subsidiaries. 


(5) It is a lease under which a significant part of the 
property described under Item 6 is held by the 
registrant, or 


(6) The amount of the contract, or its importance to 
business of the registrant and its subsidiaries, are 
material, and its terms and conditions are of a nature of 
which investors reasonably should be informed. 


(c) Any management contract or bonus or profit- 
sharing plan, contract or arrangement (or if not set 
forth in any formal document, a written description 
thereof) except the following, shall be deemed material 
and shail be filed: 


(1) Ordinary purchase and sales agency agreements. 


(2) Agreements with managers of stores in a chain 
organization or similar organization. 


(3) Contracts providing for labor or salesmen’s 
bonuses or payments to a class of security holders, as 
such.. 


ll. By amending the Instructions As to Financial State- 
ments of Form 10-K, §249.310, as follows 


§249.310 Form 10-k, annual report pursuant to section 
13 or 15(d) of the Securities Exchange Act of 1934. 


INSTRUCTIONS AS TO FINANCIAL STATEMENTS 
WD- @“ 
(9) Issuers Filing on Form S-18 


(a) Notwithstanding the requirements of the foregoing 
instructions, if the issuer is subject to the reporting 
provisions of Section 15(d) and such obligation results 
solely from the issuer having filed a registration 
statement on Form S-18 which has become effective 
under the Securities Act of 1933 during the last fiscal 
year, the issuer may file the following audited financial 
statements prepared in accordance with generally 
accepted accounting principles and practices. The 


provisions of Regulation S-X, Form and Content of 
Financial Statements, shall not apply to financial 
statements prepared pursuant to this instruction. 


(1) A balance sheet shall be furnished as of the end of 
the fiscal year. 


(2) Consolidated statements of income, statements of 
source and application of funds, and statements of 
other stockholders’ equity shall be furnished for each 
of the last two full fiscal years. 


(10) Filing of Other Financial Statements in Certain 
Cases. 


(This instruction is identical to instruction (9)> of 
Instruction As to Financial Statements of Form S-1) 


lll. By amending Part 231, Interpretive Releases 
Relating to the Securities Act of 1933 and General 
Rules and Regulations thereunder, by revising 
paragraph (a)(5) of Guide 23, Current financial state- 
ments and related data, of Guides for Preparation and 
Filing of Registration Statements Under the Securities 
Act of 1933. 


23..(a)(1) — (4) [No change]. 


(5) In the event that there is a delay between the date 
of filing the registration statement and its effective- 
ness, registrants with an established record of 
earnings and in a sound financial condition should be 
prepared to furnish, in a paragraph following the State- 
ment of Income, income information on a quarterly 
basis compared with a similar period of the preceding 
year, if the amendment when effective would otherwise 
include financial statements over four and one-half 
months old. 


Registrants with no established record or earnings and 
registrants currently showing losses or a weak 
financial condition should not only furnish the above 
sales and net income information but be prepared to 
bring the financial statements up to the latest 
practicable date not more than 90 days prior to filing 
the amendment upon which it is expected the filing will 
become effective. If delay carries the date beyond the 
close of the fiscal year and by applying due diligence 
the registrant and its independent accountant can have 
an audit completed prior to the planned effective date, 
audited statements for the fiscal year should be sub- 
stituted for interim statements whether or not the 
interim financial statements have been audited. 


When later interim financial statements are to be fur- 
nished to supplement either fiscal year or interim 
statements which have been audited, the later state- 
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ments would in the usual case be unaudited. However, 
when numerous or involved financial transactions have 
been effected since the date of the financial statements 
furnished or it is recognized that unusual conditions 
affect the determination of earnings, the Commission 
has indicated that later financial statements may be 
requested on an audited basis as a condition to 
acceleration under Section 8(a) of the Act. 


(Secs. 6, 7, 8, 10, 19(a), 48 Stat. 78, 79, 81, 85; secs. 
205, 209, 48 Stat. 906, 908; sec. 301, 54 Stat. 857; sec. 
8, 68 Stat. 685; sec. 1, 79 Stat. 1051; sec. 308(a)(2), 90 
Stat. 57; secs. 12, 15(d), 23(a), 48 Stat. 894, 895, 901; 
sec. 203(a), 49 Stat. 704; secs. 3, 8, 49 Stat. 1377, 1379; 
secs. 4, 6, 10, 78 Stat. 569, 570-574, 580; sec. 2, 82 
Stat. 454; secs. 1, 2, 84 Stat. 1497; secs. 10, 18, 89 
Stat. 119, 155; secs. 308(b), 90 Stat. 57; 15 U.S.C. 77f, 
77g, 77j, 77s(a), 78m, 780(d), 78w(a)]} 


Statutory Authority 


Form S-18 and the amendments to Guide 23 are pro- 
posed pursuant to section 6, 7, 8, 10 and 19(a) of the 
Securities Act. The amendment to Form 10-K is 
proposed pursuant to sections 13, 15(d) and 23(a) of 
the Exchange Act. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








SECURITIES EXCHANGE ACT OF 1934 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14523/March 3, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 5910/March 3, 1978 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 14524/March 3, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 5911/March 3, 1978 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14525/March 3, 1978 


A notice has been issued giving interested persons until 
March 24 to comment upon or request a hearing on an 
application submitted by Southwest Airlines Co. to 
withdraw its Common Stock ($1 Par Value) from listing 
and registration on the American Stock Exchange, Inc. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14526/March 3, 1978 


The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange 
Act of 1934 (“Exchange Act”) the single ten day 
suspension of exchange and over-the-counter trading 
for the period commencing at 12:30 p.m. (EST) on 
March 3, 1978 and terminating at midnight (EST) on 
March 12, 1978 of the securities of Federal’s, Inc. 
(“Federal’s”) a Michigan corporation with principal 
executive offices located in Detroit, Michigan. 


The Commission initiated the suspension of trading in 
the securities of Federal’s because it has failed to file 
with the Commission both its annual report on Form 
10-K for its fiscal year ended July 31, 1977 and its 
quarterly report on Form 10-Q for the quarter ended 
October 31, 1977 resulting in a lack of current and 
adequate public information concerning the company. 


The Commission cautions broker-dealers, shareholders 
and prospective purchasers that they should carefully 
consider the foregoing information along with all other 
currently available information and any information 
subsequently issued by the company. 





Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 
Act, at the termination of the trading suspension no 
quotation may be entered unless and until they have 
strictly complied with all of the provisions of said rule. If 
any broker or dealer has any questions as to whether or 
not he has complied with said rule, he should not enter 
any quotation but immediately contact the staff of the 
Division of Enforcement in Washington, D.C. If any 
broker or dealer is uncertain as to what is required by 
Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question until 
such time as he has familiarized himself with said rule 
and is certain that all of its provisions have been met. If 
any broker or dealer enters any quotation which is in 
violation of said rule, the Commission will consider the 
need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14527/March 3, 1978 


An order has been issued granting the application 
submitted by the Pacific Stock Exchange, Inc. to strike 
from listing and registration the Common Stock (No 
Par Value) and the 9% Convertible Subordinated 
Debentures, Due 1/15/92 of Capital Energy 
Corporation (formerly Capital Reserve Corporation). 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14528/March 6, 1978 


The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange 
Act of 1934 (“Exchange Act”) the single ten day 
suspension of exchange and over-the-counter trading 
for the period commencing at 9:30 a.m. (EST) on March 
6, 1978 and terminating at midnight (EST) on March 15, 
1978 of the securities of Aminex Resources Corp. 
(“Aminex”) a Delaware corporation with principal 
executive offices located at 477 Madison Avenue, New 
York, New York 10022. 


The Commission suspended trading at the company’s 
request pending release of information regarding major 
corporate developments. 


The Commission cautions broker-dealers, share- 
holders and prospective purchasers that they should 
carefully consider the foregoing information along with 
all other currently available information and any 
information subsequently issued by the company. 


Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 
Act, at the termination of the trading suspension no 
quotation may be entered unless and until they have 
strictly complied with all of the provisions of said rule. 
If any broker or dealer has any questions as to whether 
or not he has complied with said rule, he should not 
enter any quotation but immediately contact the staff 
of the Division of Enforcement in Washington, D.C. If 
any broker or dealer is uncertain as to what is required 
by Rule 15c2-11, he should refrain from entering 
quotations relating to the securities in question until 
such time as he has familiarized himseif with said rule 
and is certain that all of its provisions have been met. If 
any broker or dealer enters an quotation which is in 
violation of said rule, the Commission will consider the 
need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14529/March 6, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 5914/March 6, 1978 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14530/March 6, 1978 


SEE 


SECURITIES ACT OF 1933 
Release No. 5915/March 6, 1978 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 14531/March 6, 1978 


REGULATION OF CLEARING AGENCIES 


AGENCY: Securities and Exchange Commission. 


ACTION: Proposed Registration Standards. 


SUMMARY: The Commission today requested 
comment on revised standards proposed to be applied 
by the Commission in connection with the registration 
of clearing agencies. The revised proposed standards 
are designed to serve as guidelines for clearing 
agencies to follow in modifying their organization and 
rules to comply with provisions in the Securities 
Exchange Act of 1934 applicable to registration. 


DATES: Comments on or before April 24, 1978. 


ADDRESSES: Written comments, submitted in 
triplicate, should be addressed to The Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549, and should refer to File No. S7-699. 


FOR FURTHER INFORMATION CONTACT: Harry 
Melamed, Assistant Director, Division of Market 
Regulation, Securities and Exchange Commission, 500 
North Capitol Street, Washington, D.C. 20549, (202) 
755-7987. 


SUPPLEMENTARY INFORMATION: The Securities 
and Exchange Commission today requested comment 
on revised proposed standards that will be used to 
make the determinations required by Section 17A(b)(3) 
of the Securities Exchange Act of 1934 (the “Act”) in 
connection with the registration of clearing agencies. 
The Commission also announced the issuance of an 
order, pursuant to paragraph (c) of 17 CFR 240.17Ab2-1 
under the Act, extending until August 31, 1978, the 
existing registrations of The Depository Trust 
Company, Bradford Securities Processing Services, 
Inc., Stock Clearing Corporation of Philadelphia, 
Boston Stock Exchange Clearing Corporation, Midwest 
Securities Trust Company, The Options Clearing 
Corporation, Midwest Clearing Corporation, Pacific 
Securities Depository Trust Company, Pacific Clearing 
Corporation, New England Securities Depository Trust 
Company and National Securities Clearing Corporation 
and announced the extension of time to that date for 
concluding proceedings, pursuant to Sections 17A and 
19 of the Act and 17 CFR 240.17Ab2-1 thereunder, to 
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determine whether to grant or deny registration when 
their existing registrations expire.' 


BACKGROUND 


Section 17A(b) of the Act makes it unlawful for a 
clearing agency” to perform clearing agency functions 
with respect to any security (other than an exempted 
security) unless the clearing agency is registered with 
the Commission. Section 17A(b)(3) of the Act requires 
the Commission, before granting registration, to make 
a number of determinations with respect to a clearing 
agency’s organization, capacity, and rules.* On 
November 3, 1975, pursuant to Section 17A)b) of the 
Act, the Commission adopted 17 CFR 240.17Ab2-1 and 
related Form CA-1 for the registration of clearing 
agencies? Paragraph (c)(1) of 17 CFR 240.17Ab2-1 
provides that, if requested by a registrant, the 
Commission may grant registration for 18 months 
without making all of the determinations called for by 
Section 17A(b)(3). This approach to registration was 
intended to permit clearing agencies to be registered in 
compliance with the Act upon a finding that their 
operations were safe, while affording the Commission 
sufficient time to make the determinations called for by 
Subparagraphs (A) through (I) after fully considering 
the issues involved, particularly those pertinent to the 
establishment of a national clearing and settlement 
system. 





'The Commission today, by order, instituted 
proceedings to determine whether to grant or deny the 
registration of National Securities Clearing Corpora- 
tion when its current registration expires. That clearing 
agency was organized after interim registration was 
granted to the other entities, and it has not before now 
been made a subject of such proceedings. 


*The term “clearing agency” is defined in Section 
3(a)(23) of the Act. 


3 P P ‘ P 

The determinations are contained in subparagraphs 
(A) through (Il) of Section 17A(b)(3) of the Act (“Sub- 
paragraphs (A) — (I)”). 


‘Securities Exchange Act Release No. 11787 
(November 3, 1975), 40 FR 52358 (November 10, 1975). 


~ 











A number of clearing agencies were granted interim 
registrations in accordance with paragraph (c)(1), and 
the Commission by order subsequently extended the 
registrations. The Commission also instituted 
proceedings to determine whether to make the interim 
registrations permanent.” On June 1, 1977, the 
Commission proposed standards for measuring 
clearing agencies’ organization, rules and procedures 
against the required statutory determinations® 
Thirteen lengthy comment letters were received, and 
after carefully reviewing those letters, the Commission 
substantially revised its proposed standards and 
determined to republish them for comment. 


REVISED PROPOSED STANDARDS 


The revised proposed standards are intended to 
facilitate the establishment of a national system for the 
clearance and settlement of securities transactions in 
accordance with the objectives of Section 17A of the 
Act. The standards as revised are now more flexible 
and will provide greater latitude to each clearing 
agency and the Commission in accomplishing the 
objectives. 


The revised proposed standards would be applied by 
the Commission in making the determinations required 
by Subparagraph (A) — (i) in connection with the 
registration of clearing agencies.’ 


The Commission recognizes that the determinations 
are similar in many respects to those which the 
Commission is required to make in connection with the 
registration of national securities exchanges and 
associations pursuant to Sections 6(b) and 15A(b) of 
the Act. These standards are intended, however, to 
apply only to the determinations required by Section 





*General background information concerning the 


interim registrations, the extensions of the 
registrations and the institution of proceedings is 
contained in Securities Exchange Act Release No. 
13584 (June 1, 1977), 42 FR 30065 (June 10, 1977) and 
Securities Exchange Act Release No. 13664 (June 23, 
1977), 42 FR 33394 (June 30, 1977) and Securities 
Exchange Act Release No. 13911 (August 31, 1977). 


°See Securities Exchange Act Release No. 13584. The 
comment period expired on July 15, 1977. 


"The Subparagraphs (A) — (I) determinations are 
contained in Section 17A(b)(3) of the Act. 


17A(b)(3) of the Act and are being proposed primarily 
in light of the purpose of Section 17A of the Act. 


Section 17A of the Act requires the Commission to use 
its authority under the Act to facilitate the 
establishment of a national system for the prompt and 
accurate clearance and settlement of transactions in 
securities in accordance with the findings, and to carry 
out the objectives set forth, in Section 17a. In using its 
authority, the Commission is to have due regard for the 
public interest, the protection of investors, the 
safeguarding of securities and funds, and the 
maintenance of fair competition among brokers and 
dealers, clearing agencies and transfer agents. 


Section 17A(b)(3) of the Act provides, in part, that the 
Commission shall not grant registration as a clearing 
agency to an applicant unless the Commission 
determines that (1) the applicant’s rules are designed 
to foster cooperation and coordination with persons 
engaged in securities processing and to remove 
impediments to and perfect the mechanisms of a 
national system for the clearance and settlement of 
securities transactions and (2) the applicant’s rules do 
not impose any burden on competition not necessary 
or appropriate in furtherance of the purposes of the 
Act. 


At the time of permanent registration, the Commission 
will review the rules of clearing agencies not only for 
compliance with the final standards that will be 
adopted but also to determine whether the rules 
impose any burden on competition not necessary or 
appropriate in furtherance of the purposes of the Act. 
Thus, rules which provide a tying relationship as well 
as any other rules which burden competition will be 
reviewed with a view to eliminating those that do not 
comport with the Act. In addition, the Commission will 
determine that the rules of clearing agencies are 
designed to foster cooperation among clearing 
agencies as well as other entities involved in securities 
processing with a view to the establishment of an 
efficient nationwide system. 


The proposed standards must be viewed in the context 
of the Commission’s responsibilities, among other 
things, to facilitate the establishment of a national 
market system and a national clearing system and to 
use its authority to end the physical movement of 
securities in connection with settlements among 
broker-dealers. It is possible that accomplishment of 
the Commission’s responsibilities may be impeded if a 
dominant entity or entities has an access or other 
requirement which prevents potential participants from 
using the entity’s facilities. Some commenters 
suggested that dominant entities should be subject to 
different standards from those applied to other clearing 
agencies. The Commission requests comments on 
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whether, and how, the standards for a dominant entity 
or entities should differ from the standards applied to 
other entities. 


It should be noted that while some of the revised 
proposed standards are stated with particularity, 
others provide for application by the Commission on a 
case by case basis. The ensuing description of the 
Commission’s revised proposed standards is organized 
as follows: 

|. Participation Standards 


ll. Fair Representation 
A. Governance Proceudres 
B. Notice of Proposed Rule Changes 
C. Public Directors 


lll. Capacity to Enforce Rules, Disciplinary Actions 
and Fair Procedures 


IV. Safeguarding of Securities and Funds and Prompt 
and Accurate Clearance and Settlement of Securities 
Transactions 
Organization 
Financial Reports 
Internal Accounting Control Reports 
Securities, Funds and Data Controls 
V. Obligations to Participants 
A. Clearing Funds 
B. Standard of Care 


Vi. Participant Charges 


Vil. Equitable Allocation of Reasonable Dues, Fees 
and Other Clearing Agency Charges 
Vill. The National System 


IX. Other Matters 


|. Participation Standards 


Section 17A(b)(3)(B) of the Act states that a clearing 
agency shall not be registered unless the Commission 
determines that 


. . . the rules of the clearing agency provide 
that any (i) registered broker or dealer, (ii) 
other registered clearing agency, (iii) 
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registered investment company; (iv) bank, 
(v) insurance company, or (vi) other person 
or class of persons as the Commission, by 
rule, may from time to time designate as 
appropriate to the development of a national 
system for the prompt and accurate 
clearance and settlement of securities 
transactions may become a participant in 
such clearing agency. 


This requirement is modified by Section 17A(b)(4)(B) 
of the Act which provides that a registered clearing 
agency may deny or condition the participation of any 
person who does not meet the standards of financial 
responsibility, operational capability, experience and 
competence prescribed by the rules of the clearing 
agency.® 


A registered clearing agency is empowered to examine 
and verify the qualifications of an applicant in 
accordance with procedures established by the rules of 
the clearing agency. This authority, however, must be 
viewed in the context of Section 17A(b)(3((F) of the Act 
which provides, among other things, that the rules of a 
clearing agency may not be “designed to permit unfair 
discrimination in the admission of participants or 
among participants in the use of the clearing 
agency ...”, and Section 17A(b)(3)(F) of the Act 
which provides that the rules of a clearing agency may 
not impose any burden on competition not necessary 
or appropriate in furtherance of the purposes of the 
Act. 


Together the Act’s provisions appear to permit 
discriminations in admission to, or the use of, a 
clearing agency based on standards of financial 
responsibility, operational capability, experience and 
competence provided that the Commission finds the 
rules embodying the discriminations to be in the public 
interest and consistent with the other requirements of 
the Act applicable to registered clearing agencies, 
including the establishment of a national system, and 
provided that the rules of a clearing agency not impose 





*The Section 17A(b)(3((B) requirement is also modified 
by Section 17A(b)(4)(A) of the Act which provides that 
a registered clearing agency may, and in cases in 


which the Commission, by order, directs as 
appropriate in the public interest shall, deny 
participation to anmy person subject to a statutory 
disqualification. 





any burden on competition not necessary or 
appropriate in furtherance of the purposes of the Act 


The Commission believes that the rules of a clearing 
agency should (i) provide the statutory categories of 
participants access to the clearing agency and its 
services on a basis which does not discriminate 
unreasonably or unfairly, (ii) protect the clearing 
agency’s financial and operational integrity and (iii) 
carry out the purposes of Section 17A of the Act, 
including facilitating the establishment of a national 
system. 


In Securities Exchange Act Release No. 13584 (herein- 
after referred to as the ‘“Release”) in which the 
Commission announced its proposed standards, the 
Commission requested comments on whether clearing 
agency rules must limit the standards for participation 
by the statutory categories of participants to the 
Statutory and regulatory standards which qualify 
entities for those categories or whether clearing 
agencies may set higher or different standards. For 
example, may a clearing agency impose a higher net 
capital standard for broker-dealer participants or a 
higher reserve requirement for bank or insurance 
company participants than imposed by their respective 
regulatory authorities? In the Reiease, the Commission 
stated that it was “inclined to the view that clearing 
agencies may not impose participation standards 
conflicting with those provided by the regulatory 
structures defining the statutory participant categories 
but rather must assure clearing agency financial and 
operational integrity through clearing agency proce- 
dures and internal safeguards.” The Commission 
requested comment on any adverse impact which that 
approach might have on the safety of clearing agency 
operations."' 





*Sections 19(b), 17A(a)(2) and 17A(b)(3)(A), (F) and (1) 
of the Act. 


The statutory categories of participants are set forth 
in Section 17A(b)(3)(B) of the Act. 


"In the Release, the Commission recognized that the 
statutory participant categories includes entities 
subject solely to state regulation which may vary from 
state to state. 


A number of commenters indicated that the minimum 
qualifications necessary for the statutory participant 
categories should be adequate for participation in a 
registered clearing agency. One commenter agreed 
with the Commission that registered clearing agencies 
need not impose participation standards conflicting 
with those provided by the regulatory structures 
defining the statutory participant categories and must 
assure clearing agency financial integrity through 
clearing agency procedures and safeguards such as 
clearing funds and examination and surveillance 
programs in cooperation with other self-regulatory 
organizations.'? This commenter suggested that not to 
do so would discriminate unfairly against smaller 
broker-dealers by precluding them from utilizing the 
facilities of the national clearing system. This 
commenter suggested that preclusion of smaller 
broker-dealers from participation in a national clearing 
system would be inconsistent with the goal of creating 
a viable national market system in which 
broker-dealers would be able to effect the best 
execution for their customers regardless of their 
location. These commenters agreed that all parties 
should be encouraged. to participate in registered 
clearing agencies. 


A number of other commenters stated that a clearing 
agency should be allowed to impose whatever 
standards it deems necessary in the absence of 
discrimination or burdens on competition. They noted 
that the minimum standards for an entity to qualify for 
inclusion in the statutory participant category were 
designed for the protection of particular classes of 
persons such as customers, stockholders, depositors 
and policyholders, not for the protection of entities 
such as clearing agencies and that such standards will 
vary depending on the identity of the regulator. 


These commenters indicated that clearing agency 
management should be allowed to set standards higher 
than the minimum requirements for that type of 
participant if deemed necessary. Such standards 
would be subject to Commission approval. They noted 
that the decision to adopt any particular standard must 
remain a matter of management judgment subject to 
standards of fairness and nondiscrimination. The 
commenters in general urged a flexible approach in 





"Another commenter stated that in general clearing 
agencies should accede to the financial responsibility 
requirements which are imposed on broker-dealers and 
most banks as a condition to their doing business. 
However, this commenter did indicate a need for 
flexibility. 
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order that a clearing agency be allowed to protect itself 
against unreasonable risks. 


Additionally, a number of commenters stated that 
Commission limitations on participation requirements 
to those provided by the regulatory structure defining 
the statutory participant category would constitute a 
denial of the specific authority granted under Section 
17A(b)(4)(B) of the Act which permits clearing 
agencies to set standards of financial responsibility, 
operational capability, experience and competence. 


In light of the comments, the Commission believes 
that it would not be appropriate to limit clearing 
agencies’ standards for participation to the minimum 
requirements imposed upon the various categories of 
participants by their respective regulatory authorities. 
The Commission believes that a clearing agency 
should be allowed to impose whatever reasonable 
higher or additional standards it deems necessary to 
protect the clearing agency and its participants from 
unreasonable risks."* The requirements would have to 
comply with the Act and would be subject to 
Commission approval, and a clearing agency would 
have the obligation to justify any anticompetitive effect 
of particular requirements. Any anticompetitive effect 
must be viewed in light of, among other things, the 
number of entities providing clearance and settlement 
and depository services, their standards for 
participation, their fees, the availability of cor- 
respondent arrangements to provide indirect access to 
a clearing agency, the cost and other factors which 
must be considered in establishing a correspondent 
relationship, and the national market system. Any 
person aggrieved by the application of such standards 
by a clearing agency may apply for relief to the 
appropriate regulatory agency for the participant. 


In the Release, the Commission stated that the 
statutory categories of participants vary widely in the 
businesses they conduct and the regulations to which 
they are subject. The risk of loss to clearing agencies 
from participant defaults, however, is the same for all 
participants which avail themselves of similar clearing 
agency services. In the Release, the Commission 
indicated that, in view of the vagaries to which a 





'SThe Commission believes that the standards of 
financial responsibility applicable to each category of 
participant might vary according to the traditional 
methods of measuring the financial responsibility of 
each category. 
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creditor clearing agency would be subject under the 
variety of specialized liquidation procedures applicable | 
to the entities represented in the statutory participant 
categories,'* it was considering a requirement that, 
with the exception of registered clearing agencies 
acting as participants, all users of services offered by 
registered clearing agencies be required to comply 
fully with the clearing agency internal financial and 
operational safeguards—such as clearing fund 
deposits and mark-to-the-market procedures "—re- 
lated to the services used. In the Release, the 
Commission invited comments on the effects its 
proposed approach would have on participation in 
clearing agencies, views on the possible need for 
alternative approaches and suggestions for their 
implementation. In particular, the Commission 
requested comments on whether banks and insurance 
companies, as clearing agency participants, should be 
subject to the same internal financial and operational 
safeguards as broker-dealer participants or whether, 
because of the peculiarities of banking and insurance 
and the kinds of risks to which banks and insurance 
companies might subject a clearing agency, they 
should be subject to different safeguards. 


The Commission also indicated that, unlike other 
categories of statutory participants, registered clearing 
agencies" should be permitted to participate in or 





For example, liquidations of national banks are 
governed by the National Bank Act, 12 U.S.C. Section 
191 et seq.; liquidations of banks insured by the 
Federal Deposit Insurance Corporation are governed in 
part by the Federal Deposit Insurance Act, 12 U.S.C. 
Section 1811 et seq.; liquidations of state non-insured 
banks are governed by state law; and liquidations of 
brokers and dealers may be governed by the Securities 
Investor Protection Act of 1970, 15 U.S.C. 78aaa et. 
seq. 


"’Mark-to-the-market procedures require payment to a 
clearing system by any party to a trade guaranteed by 
the system when the market price of the securities 
involved in the trade moves away from the contract 
price for the trade. 


Sin the Release, the Commission indicated that 
clearing agencies would be subject to a number of 
regulatory requirements. The Commission also 
indicated that the ability of clearing agencies freely to 
participate in or interface with other clearing agencies 
is essential to the establishment of a national system. 





interface with other registered clearing agencies 
without complying with all of the contra (host) clearing 
agencies’ conditions for participation and without 
paying the same fees as other participants for services 
necessary to facilitate participation or establish 
interfaces. 


The Commission also invited comment on what risks 
participation by a registered clearing agency would 
present to the contra clearing agency and what, if any, 
conditions for participation should be complied with 
by participating clearing agencies in order to minimize 
such risks. 


The comments on these matters varied considerably. A 
number of commenters indicated that all participants 
in a clearing agency should be subject to the same 
standards regardless of whether they were brokers, 
banks or other registered clearing agencies. They also 
believed that all participants should be subject to the 
same clearing agency safeguards, such as clearing 
fund deposits and mark-to-the-market payments, 
because the risk of loss from participant default is the 
same for all participants which use similar clearing 
agency services, notwithstanding differences in the 
types of business conducted by participants. They 
noted that clearing agencies, when acting as 
participants, should pay the same fees and be subject 
to the same requirements as other participants. One 
commenter suggested that a clearing agency 
participating in another clearing agency should 
collateralize its obligations to the other clearing 
agency by assigning a portion of its clearing fund. 
While one commenter felt that a registered clearing 
agency should not be required to comply with all of the 
contra clearing agency’s participation requirements, it 
did note that an interface may pose risk to another 
clearing agency and that there should be an agreement 
defining the risks for each clearing agency. 


Other commenters expressed the opinion that, in order 
to faciliate the establishment of a national clearing 
system, one registered clearing agency participating in 
another registered clearing agency should not be 
subject to any requirements other than registration 
with the Commission. Many of the commenters 
reemphasized the need to allow clearing agencies 
flexibility in setting standards for participation by 
different categories of participants in different types of 
services. One commenter suggested that banks should 
not have to make clearing fund deposits or 
mark-to-the-market payments. 


After reviewing the comments, the Commission 
believes that the risk of loss to clearing agencies from 
participant default is the same for all participants 
' which avail themselves of similar clearing agency 
services. Therefore, it believes that all users of similar 


clearing agency services, except registered clearing 
agencies for which specialized requirements are 
appropriate as discussed below, should be required to 
comply fully with clearing agency internal financial and 
operational safeguards, such as clearing fund 
deposits, mark-to-the-market payments and margin 
deposits related to the service used.’ 


With respect to participation or interface by one 
clearing agency in another clearing agency, the 
Commission believes that registration as a clearing 
agency should qualify clearing agencies for 
participation in or interface with other clearing 
agencies. The Commission does not believe, however, 
that a clearing agency participant need not assure 
another clearing agency of its ability to meet its 
obligations to that clearing agency. For this reason, 
the Commission believes that clearing agencies may, 
in a manner which does not discriminate among 
clearing agencies or burden competition among them 
and which facilitates the establishment of a national 
system, assure themselves of another clearing 
agency’s performance of its obligations. The 
Commission believes that, based upon the particular 
type of participation or interface and the applicable 
facts, clearing agencies should be capable of making 
suitable arrangements in this area subject to 
Commission approval. Such arrangements must be 
entered into expeditiously between the parties and may 
not impose a burden on competition not necessary or 
appropriate in furtherance of the purposes of the Act. 


Section 17A(b)(3)(B) of the Act includes in the 
enumerated categories of clearing agency participants 
such “other person or class of persons as the 
Commission, by rule, may from time to time designate 
as appropriate to the development of a national 
system. .. .” In the Release, the Commission invited 





"Of course, if the clearing agency is unable to obtain 
current and reliable financial information for a 
particular participant category, higher clearing agency 
internal financial and operational safeguards may be 
appropriate for that participant category. 


“of course, in an interface between two clearing 
agencies which use a continuous net settlement 
system and require mark-to-the-market payments, the 
latter payments must be made to each other as 
appropriate. 
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comment on whether there are additional entities 
whose participation in clearing agencies would 
contribute meaningfully to the development of a 
national system. Since only one commenter suggested 
that the Commission exercise its rulemaking authority 
to designate additional entities (private trustees and 
foreign entities), the Commission does not believe it 
appropriate to exercise its rulemaking authority at this 
time. 


ll. Fair Representation 


Section 17A(b)(3)(C) of the Act states that a clearing 
agency shall not be registered unless the Commission 
determines that 


[t]he rules of the clearing agency assure a 
fair representation of its shareholders (or 
members) and participants in the selection 
of its directors and administration of its 
affairs. (The Commission may determine 
that the representation of participants is fair 
if they are afforded a reasonable opportunity 
to acquire voting stock of the clearing 
agency, directly or indirectly, in reasonable 
proportion to their use of such clearing 
agency.) 


The Act does not define fair representation but reserves 
to the Commision the authority to determine whether 
the rules of the clearing agency give fair voice to 
participants as well as to shareholders or members in 
the selection of directors and the administration of its 
affairs."° 





"The fair representation requirement was adopted 
verbatim from S. 249, the Senate version of the 


Securities Acts Amendments of 1975 (the “1975 
Amendments”). The report of the Senate Committee on 
Banking, Housing and Urban Affairs to accompany S. 
249 states: 


The rules of the clearing agency must 

assure fair representation of its share- 
holders (or members) and participants in 
the decision making process of the clearing 
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A. Governance Procedures 


In the Release, the Commission noted that it did not 
intend to preclude the operation of clearing agencies 
for profit and stated that it was contemplating a 
requirement that the rules of a clearing agency permit 
its participants, who also may be members or 
shareholders, to select directly or indirectly, the 
clearing agency’s board of directors. The Commission 
discussed several procedures for affording clearing 
agency participants a voice in the nomination and 
election of clearing agency directors which it believed 
would be consistent with the fair representation 
standards of the Act. 


These methods include (1) solicitation of board of 
directors nominations from all participants; (2) 
selection of candidates for election to the board of 
directors by a nominating committee which would be 
composed of, and selected by, the participants or 
representatives chosen by participants; (3) direct 
participation of participants in the election of directors 
through the allocation of voting stock to all 
participants based on their usage of the clearing 





agency. .. . The reference to shareholders 
or members makes it clear that the bill 
establishes no norm as to whether clearing 
agencies should or should not be operated 
for profit. The bill makes no attempt to set 
up particular standards of representation or 
participation. Rather, it provides that the 
Commission must assure itself that the 
rules of the clearing agency regarding the 
manner in which decisions are made give 
fair voice to participants as well as to 
shareholders or members. Fair representa- 
tion of participants may be found if they are 
afforded an opportunity to acquire voting 
stock of the clearing agency in proportion to 
their use of its facilities. 


Securities Acts Amendments of 1975, Report of the 
Senate Committee on Banking, Housing and Urban 
Affairs to Accompany S. 249, S. Rep. 94-75, 94th 
Cong., ist Sess. 123-24 (1975). 
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agency; ~°and (4) enabling participants to select a slate 
of nominees and then requiring stockholders of the 
clearing agency to vote their shares for those 
nominees.2! 


The Release noted that by referring to “a reasonable 
opportunity [for participants] to acquire voting stock of 
the clearing agency, directly or indirectly, in 
reasonable proportion to their use of such clearing 
agency,” the Act appears to contemplate basing fair 
representation on usage of the clearing agency. In the 
Release, the Commission requested comment on 
whether additional factors should be considered in 
determining the fairness of participants representation 
in a clearing agency’s affairs. 


The comments with respect to fair representation of 
participants in the selection of directors and the 
administration of a clearing agency’s affairs varied 
considerably. Some commenters agreed with one or 
another of the approaches suggested by the 
Commission. Other commenters took issue with the 
Commission’s suggested approaches and suggested 
that clearing agencies be allowed considerable 
flexibility in assuring fair representation to 
participants. 


One commenter questioned the concept of user control 
but stated that it was not opposed to user 
representation. Other commenters maintained that 
instead of direct user control of a clearing agency, a 
clearing agency should be allowed to develop 
alternatives to the direct selection of directors. For 
example, one clearing agency commenter noted that it 
is a wholly-owned subsidiary of a national securities 
exchange, which is in turn owned by exchange 
members. According to the commenter, its 





20 The Release indicated that the voting stock should 
have to be available to the extent permitted by state 
corporation laws, gratis or at a nominal cost. 


21 It was suggested in the Release that participant 
voting in connection with the selection of nominees 
could be based on the participants’ use of the clearing 
agency. 


participants with one exception are all exchange 
members who slect the exchange’s board of directors, 
who in turn elect the clearing agency’s board of 
directors. The commenter believed that its system 
gives its participants a fair representation in the 
selection of directors and the administration of its 
affairs. 


Other commenters suggested that competition among 
clearing agencies would give participants a fair voice in 
the affairs of the clearing agency since participants will 
be able to leave one clearing agency for another. 


One commenter stated that user control of the board of 
directors was inconsistent with the concept of a “for- 
profit clearing agency” which is expressly permitted by 
the legislative history of the 1975 Amendments. This 
commenter maintained that the concept of a 
participant advisory committee (which would be 
selected and elected by the participants) meeting with 
and advising the board of directors would conform to 
the statutory provisions that participants be given a fair 
voice in the decision making process of the clearing 
agency and at the same time provide for the continued 
existence of for-profit clearing agencies. 


Some commenters rejected the proposal that 
participants should be given the right to purchase 
stock in the clearing agency in proportion to their 
usage of the clearing agency. These commenters 
believed that smaller participants would have 
insufficient representation because of the great 
discrepancies which exist in the relative sizes of 
clearing agency participants. One commenter noted 
that the large clearing agency participants would be the 
same ones who have long wished for a single clearing 
entity and could have an anti-competitive effect on the 
smaller clearing agency. The proposal that clearing 
agencies allocate shares of their stock to participants 
free of charge or at anominal cost drew sharp criticism 
from some commenters who stated that it raised 
serious questions of constitutional law. 


The Commission recognizes that the owners of an 
organization usually have voting and administrative 
powers over their holdings. The statute, however, 
provides that a clearing agency must assure a fair 
representation of its shareholders (or members) and 
participants in the selection of its directors and the 
administration of its affairs. The Commission notes 
that clearing agencies are affiliated with exchanges, 
profit making entities or user cooperatives. Therefore, 
the Commission has determined that rather than 
prescribe a single method of providing fair 
representation to shareholders (or members) and 
participants in the selection of clearing agency 
directors and the administration of its affairs, it should 
evaluate each clearing agency’s procedures in this area 
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on a case by case basis. In addition to the methods 
described in the Release,?? the Commission believes 
that a number of other methods could comply with the 
fair representation standard. For example, some seats 
on the board of directors could be devoted to 
participant directors who would be chosen by, and 
from among, the users. 


B. Notice of Proposed Rule Changes 


in the Release, the Commission made several 
proposals to ensure that participants will have 
sufficient information concerning a clearing agency’s 
affairs to participate meaningfully in its administra- 
tion. For example, the Commission proposed to 
require clearing agencies to furnish participants with 
annual and quarterly financial statements, examination 
reports on the clearing agencies’ systems of internal 
accounting control, and explanations of proposed 
dues, fees or charges.?° The Commission also 
suggested that participants should have notice of, and 
an opportunity to comment on, proposed rule changes 
affecting participants’ rights or obligations before the 
changes are submitted to the Commission.” 


Most commenters did not endorse this proposal. The 
commenters were concerned that this additional 
requirement would add further delay and thereby deny 
clearing agency participants the benefits of prompt 
rule changes. Some commenters preferred the present 





22 in connection with the proposal for allocation of 
voting stock described in the Release, the Commission 
would not require that voting stock be made available 
gratis or at a nominal cost. 


23 For a discussion of the Commission's position on 
furnishing these statements, reports, and explanations 
to participants, see pp. 59-73 and 94-99. 


24 To effectuate this, the Commission recommended 
that the notices contain at least the text and purpose of 
the proposed rule change and a request for comments 
and provide participants a reasonable period to review 
the proposed rule change and submit comments. 
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procedure under which management determines 
whether to seek participant comment before 
submitting a proposed rule change to the Commission. ~ 
One commenter believed advance notice of rule 
changes to participants to be unnecessary because 
most clearing agency rules are non-controversial, are 
originally suggested by the participants and are 
initiated by the clearing agency’s staff to benefit all 
participants or to deal with matters in which 
participants have no immediate interest. Some 
commenters pointed out that prior comment on rule 
submissions was rejected by Congress during its 
consideration of the predecessor to S. 249, the 
precursor to the 1975 Amendments. One commenter, 
however, endorsed the Commission’s proposal 
because it believed that members are more likely to 
comment on matters brought directly to their attention. 


The commenters suggested possible alternatives to the 
Commission’s proposed requirement. One commenter 
stated that clearing agencies could be required to send 
out copies of the notice of the proposed rule change 
appearing in the Federal Register. Another commenter 
suggested a requirement similar to one contained in its 
rules which requires it to give participants written 
notice of each proposed rule change as promptly as 
practicable after the rule change is filed with the 
Commission. The commenter noted that it sends a 
monthly bulletin to participants which gives the text of 
each proposed rule change filed with the Commission 
since the press date of the last bulletin. 


After considering the comments, the Commission 
believes that all participants should be kept adequately 
informed of a clearing agency’s proposed rule changes. 
To meet this standard, the Commission is considering 
a requirement that clearing agencies, as soon as 
possible after filing with the Commission, provide 
participants the text of a proposed rule change or a 
brief description of the proposed rule change and its 
purpose. The Commission believes that the comment 
process will be more effective if clearing agencies 
bring proposed rule changes directly to their 
participants’ attention. 


C. Public Directors 


The Commission requested comment as to whether it 
would be in the public interest to require that clearing 
agencies have one or more directors who would be 
representative of issuers and investors and who would 
not be associated with any participant or 
self-regulatory organization. 


The commenters felt that this requirement could not 
easily be fulfilled because of the nature of clearing 
agency operations. They stated that the business of 


clearing agencies involves highly technical activities as <» 





to which non-users have a remote interest. 
Consequently, it would difficult for a clearing agency 
to find non-user directors who would have the 
expertise effectively to represent issuer or investor 
interests. The commeniers aiso questioned whether 
the clearing agency would benefit from investor or 
issuer representation. One commenter indicated that 
this requirement would reduce the management 
benefits available from participant directors from 
various parts of the financial community who have a 
more direct understanding of the nature of clearing 
agency business. Several commenters asserted that 
congress made a conscious decision to mandate 
public representation on an exchange’s® or 
association’s** board of directors but not on a clearing 
agency’s board of directors”’ Some commenters 
indicated that the difference in requirements can be 
explained by the difference between exchange or 
association responsibilities and clearing agency 
responsibilities. They noted that exchanges and 
associations are charged with regulating dealings 
between their members and the public, whereas the 
clearing agencies’ regulatory functions relate primarily 
to dealings among their participants or between their 
participants and the clearing agency. The Commission 
has determined not to require a clearing agency to seat 
a representative of issuers and investors on its board at 
this time. A clearing agency may, however, include 
such a person on its board if it wishes, and the 
Commission urges clearing agencies to do so. 


lll. Capacity to Enforce Rules, Disciplinary Actions 
and Fair Procedures 


Section 17A(b)(3)(A) of the Act, in pertinent part, 
provides that a clearing agency shall not be registered 
unless the Commission determines that 


the clearing agency is so organized and has 
the capacity . . . to enforce (subject to any 
rule or order of the Commission pursuant to 
section 17(d) or 19(g)(2) of this title) 
compliance by its participants with the rules 
of the clearing agency. 


The Commission has not exercised its authority under 
Section 17(d)(1)”8 of the Act to relieve any registered 








25 See Section 6(b)(3) of the Act. 


26 See Section 15A(b)(4) of the Act. 


27 See Section 17A(b)(3)(c) of the Act. 


28 Section 17(d)(1) of the Act, in pertinent part, 
provides: 


The Commission, by rule or order, as it deems 
necessary or appropriate in the public interest and for 
the protection of investors, to foster cooperation and 
coordination among self-regulatory organizations, or 
to remove impediments to and foster the development 
of a national market system and national system for 
the clearance and settlement of securities trans- 
actions, may— 


(A) with respect to any person who is a 
member of or participant in more than one 
self-regulatory organization, relieve any 
such self-regulatory organization of any 
responsibility under this title (i) to receive 
regulatory reports from such person, (ii) to 
examine such person for compliance, or to 
enforce compliance by such person, with 
specified provisions of this title, the rules 
and regulations thereunder, and its own 
rules, or (iii) to carry out other specified 
regulatory functions with respect to such 
person, and 


(B) allocate among self-regulatory organi- 
zations the authority to adopt rules with 
respect to matters as to which, in the 
absence of such allocation, such self- 
regulatory organizations share authority 
under this title. 


In making any such rule or entering any 
such order, the Commission shall take into 
consideration the regulatory capabilities 
and procedures of the self-regulatory 
organizations, availability of staff, conve- 
nience of location, unnecessary regulatory 
duplication, and such other factors as the 
Commission may consider germane to the 
protection of investors, cooperation and 
coordination among self-regulatory organi- 
zations, and the development of a national 
market system and a national system for the 
clearance and settlement of securities 
transactions. ... 


On October 28, 1976, the Commission adopted 17 CFR 
240.17d-2 under the Act (Securities Exchange Act 
Release No. 12935), 41 FR 49091 (November 8, 1976), 
to enable self-regulatory organizations to file with the 
Commission, and the Commission to declare effective, 
plans allocating self-regulatory responsibilities among 
self-regulatory organizations. A number of plans have 
been filed by self-regulatory organizations, but to date 
no plans have been declared effective by the Com- 
mission. 
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clearing agencies of their responsibility to enforce 
compliance with their rules. Accordingly, the 
Commission currently is not prepared to register 
clearing agencies unless they have the organization 
and capacity to determine whether their rules are being 
complied with and, if they are not being complied with, 
to appropriately discipline non-complying participants. 


In reviewing the organization and capacity of clearing 
agencies, the Commission intends, among other 
things, to evaluate their procedures for determining 
whether a participant is experiencing financial or 
operational difficulties, their arrangements for 
exchanging information with other self-regulatory 
organizations and the training and experience of the 
staff engaged in carrying out self-regulatory 
responsibilities. 


In the Release, the Commission indicated that, in 
appropriate circumstances, and in accordance with 
Section 17(d) of the Act and 17 CFR 240.17d-2 
thereunder, the Commission is prepared to use its 
agencies have one or more directors who would be 
certain of their self-regulatory responsibilities and to 
permit their allocation to other self-regulatory 
organizations of which clearing agency participants are 
members or participants. In the Release, the 
Commission requested comment on the circumstances 
under which clearing agencies should be relieved of 
their self-regulatory responsibilities, the responsi- 
bilities of which clearing agencies should be relieved 
and the responsibilities which clearing agencies 
should retain. A number of commenters suggested that 
clearing agencies should be able to rely on the staffs of 
the various self-regulatory organizations to conduct 
examinations and on-going review and surveillance of 
the financial condition of clearing agency participants, 
including their compliance with clearing agency rules 
and procedures, but that disciplinary process itself 
should be conducted by the clearing agency.?° 





29 One commenter indicated that although a clearing 
agency may have residual regulatory responsibility to 
ensure compliance with its rules, it should be allowed 
to rely upon the surveillance activities of regulatory and 
self-regulatory organizations with respect to general 
financial and operational capabilities of participants. In 
instances where a participant is not subject to such 
oversight, the clearing agency should be allowed, 
subject to Commission review, to enter into contrac- 
tual arrangements with other self-regulatory organiza- 
tions for the performance of such obligations. Another 
commenter stated that although clearing agencies 
should cooperate with the primary regulators of their 
participants to minimize duplicative requirements, the 
Commission should not make clearing agencies 
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One commenter pointed out that clearing agency rules 
are unique to the clearing agency, and that the clearing (_ 
agency is the only party which can observe violations 

of its rules. Therefore, it saw no reason to give 
responsibility for enforcement of a clearing agency’s 
rules to anyone else. That commenter, however, 
indicated that the primary regulator for a participant 
should make financial information available to the 
clearing agency. 


The Commission supports the concept of avoiding 
unnecessary duplication of regulatory effort wherever 
possible so long as the financial and operational 
integrity of a clearing agency and its participants are 
not endangered as a result. Therefore, the Commission 
believes that it is appropriate for clearing agencies to 
enter into agreements with other self-regulatory 
organizations to perform examination and surveillance 
functions respecting clearing agency participants and 
to determine the extent to which clearing agency rules 
and procedures are being complied with by such 
persons. Any clearing agency may join with any other 
self-regulatory organization in filing in accordance with 
the provisions of 17 CFR 240.17d-2, a plan regarding 
the performance of these responsibilities by the other 
self-regulatory organizations.3° 


The requirement of Secton 17A(b)(3)(A) of the Act 
concerning enforcement of clearing agency rules is 
complemented by Section 17A(b)(3)(G) and (H) which 
requires clearing agency rules to provide that its 
participants shall be appropriately disciplined for 
violations of any provision of the rules of the clearing 
agency and to provide fair procedures for disciplining 





dependent on the regulatory efforts of others for the 
protection of their financial integrity. Therefore, a 
clearing agency should be able to continue to monitor 
the financial condition of participants, to enforce its 
rules, and to take special protective measures with 
respect to participants which experience financial 
difficulties. Another commenter recommended that the 
Commission encourage the development of a 
regulatory structure in which the operations and 
activities of each securities firm should be subject to 
the primary oversight of a single self-regulatory 
authority. Commenters generally were concerned there 
would be duplication if each clearing agency were to 
develop a full-scale compliance program. 


30 Regardless of whether a clearing agency files a plan 


pursuant to 17 CFR 240.17d-2, the Commission 
strongly encourages clearing agencies and other 
self-regulatory organizations to expand existing 
arrangements for exchanging relevant information with 
each other regarding a person who belongs to both 
organizations. 





participants, denying participation in the clearing 
agency to any person, prohibiting or limiting access to 
the clearing agency’s services and imposing summary 
suspensions. 3! 


The Act contemplates that a clearing agency may 
“appropriately” discipline its participants through 
“explusion, suspension, limitation of activities, 
functions, and operations, fines, censure, or any other 
fitting sanction.” “The Commission believes a clearing 
agency should have available and should employ an 
array of sanctions appropriate to the range of violations 
which the clearing agency may expect to encounter. 
Also, the clearing agency’s rules should establish the 
agency’s authority and procedures respecting 
interpretation of its rules and the bringing of charges 
where rule violations appear to have occurred and 
should describe the manner in which disciplinary 
authority is to be exercised.%% 


The Commission believes that the fair procedure 
requirements of Section 17A(b)(3)(H) of the Act 
mandate, at a minimum, that a clearing agency rules 
comply with Section 17A(b)(5) of the Act which 
outlines the procedures to be followed by a clearing 
agency in disciplining the participants.“ In the 





31 Section 17A(b)(5)(C) sets forth the specific circum- 
stances under which a clearing agency may summarily 
suspend a participant and the minimum procedural 
requirements which must be observed in effecting a 
summary suspension. 


32 Section 17A(b)(3)(G) of the Act. 


33 With respect to the disciplinary process, the Com- 
mission believes that any plan filed by a clearing 
agency with any self-regulatory organization, pursuant 
to 17 CFR 240.17d-2, may provide for the performance 
of disciplinary functions by the other self-regulatory 
organizations with respect to participants who are 
members of or participants in more than one self- 
regulatory organization. 


34 In connection with the imposition of final disci- 
plinary sanctions, denials of participation, prohibition 
or limitation with respect to access and summary 
suspensions by registered clearing agencies, the Act 
requires a registered clearing agency to give notice of 
the action to the appropriate regulatory agency for the 
participant and provides for review of the action 
by the appropriate regulatory agency for the partici- 
pant, applicant or other person against whom the 
action was taken. See Section 19(d), (e) and (f) of the 
Act and Rules 19d-1, 2 and 3 adopted thereunder, 


Release, the Commission solicited comment on the 
need for clearing agencies to have review procedures 
for participants aggrieved by clearing agency acts or 
failures to act which, while not falling into one of the 
categories contemplated by Section 17A(b)(5) of the 
Act, nevertheless have the effect of permitting “unfair 
discrimination among participants in the use of a 
clearing agency’s services.” 35 


In response thereto, several commenters suggested 
that such a review procedure would be of limited utility 
in view of the broad scope of Section 17A(b)(5) of the 
Act, the impact of competitive forces which would 
discourage discrimination among participants respect- 
ing the use of a clearing agency’s services, and 
because aggrieved participants could rely on the 
judicial process to redress any violation of a 
participant’s rights. Other commenters favored the 
adoption of a simplified procedure which would 
provide aggrieved participants with a right to review 
respecting matters not otherwise covered by Section 
17A(b)(5) of the Act. 


In view of the comments received, the Commission has 
determined not, at this time, to require clearing 
agencies to establish review procedures with respect to 
matters not otherwise covered by Section 17A(b)(5) of 
the Act. This would not, however, preciude a clearing 
agency from establishing review procedures which 
could be used by participants to express grievances 
arising among participants or between a participant 
and the clearing agency (such as a petition to have a 
rule changed) to the extent the review process was not 
otherwise subject to the procedures set forth in 
Section 17A(b)(5) of the Act. The establishment of 
such procedures are encouraged. The structure of the 
review procedure would have to comport with 
commonly accepted due process standards and should 
allow a participant to appeal its grievance to the 
clearing agency board of directors or a committee of 
the board authorized to act on behalf of the board and, 
as to disagreements among participants, to avail 
themselves of an arbitration procedure to settle the 
dispute. 





Securities Exchange Act Release No. 13726 (July 7, 
1977), 42 FR 36409 (July 14, 1977). 


The Federal bank regulatory agencies (the Board of 
Governors of the Federal Reserve System, the Comp- 
troller of the Currency and the Federal Deposit 
Insurance Corporation) which under Sections 
3(a)(34)(B) and (C) of the Act are the appropriate 
regulatory agencies for certain registered clearing 
agencies and certain clearing agency participants have 
adopted rules similar to the Commission’s Rules 
19d-1, 2 and 3. 


35 Section 17A(b)(3)(F) of the Act. 
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IV. Safeguarding of Securities and Funds and Prompt 
and Accurate Clearance and Settlement of Securities 
Transactions 


In determining whether to register a clearing agency, 
the Commission must consider whether 


[the] clearing agency is so organized and 
has the capacity to be able to facilitate the 
prompt and accurate clearance and 
settlement of securities transactions for 
which it is responsible [and] to safeguard 
securities and funds in its custody or 
control or for which it is responsible. . . °6 


and whether 


[t]he rules of the clearing agency are 
designed . . . to promote the prompt and 
accurate clearance and settlement of 
securities transactions [and] to assure the 
safeguarding of securities and funds which 
are in the custody or control of the clearing 
agency or for which it is responsible. . . .°” 


As used in this discussion, the term “safeguards” 
comprises (i) the organization and capacity to 
safeguard funds and securities and clear and settle 
transactions promptly and accurately and (ii) the rules 
designed to achieve those objectives. Moreover, 
because significant segments of securities clearance 
and settlement are carried out and controlled through 
automatic data processing (““ADP’’), the term 
“safeguards” also comprises the critical clearing 
agency management function of ensuring the integrity 
and accuracy of ADP operations. 


The Commission believes that clearing agency safe- 
guards should anticipate and be designed to provide 
protection against the possibility of theft, accidental or 
malicious destruction or loss of securities or funds, 
and accidental or intentional, but unauthorized, 
modification, disclosure or destruction of data. 





36 Section 17A(b)(3)(A) of the Act. 


37 Section 17A(b)(3)(F) of the Act. 


38 See e.g., Courtney, “A Systematic Approach to Data 
Security,” National Bureau of Standards Special 
Publication 404, Approaches to Privacy and Security in 
Computer Systems, 29 (September 1974) [available 
from Sup. of Doc. U.S. Government Printing Office, 
Washington, D.C. 20402, SD Cat. No. C13.10.404 
($1.45)]. 
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Although the Commission has previously evaluated | 
clearing agency safeguards in connection with the 
18-month registrations of clearing agencies granted 
pursuant to subsection (c) of 17 CFR 240.17Ab2-1, the 
increasing interdependence of the components of the 
national clearing system require that the Commission 
reexamine those determinations during its current 
registration proceedings. The ensuing discussion 
described the standards which the Commission 
proposes to apply during its review of clearing agency 
safeguards.39 The Commission solicits comment on 
the appropriateness of the revised proposed standards 
in achieving their intended goals and on any burdens or 
expense the proposed standards may occasion. 


A. Organization 


In the Release, the Commission indicated that it 
believed that clearing agencies should be organized in 
a manner that effectively establishes operational and 
audit controls while promoting evolving concepts of 
director independence. The Commission indicated its 
belief that the frameword for ongoing and independent 
review of operational and audit actions could be 
provided by the establishment of an operations 
committee and audit committee of the board of 
directors, composed in each case of independent 
directors, and supported by two staff departments—a 
security department, reporting to the operations 
committee, and an internal audit department, reporting 
to the audit committee. After describing certain 
desirable characteristics and functions of each 
committee and its staff ,40 the Commission requested 
comment on the need for, and desirable characteristics 
of, operations and audit committees for clearing 
agencies. Numerous comments were received, and 
while they were diverse in substance, the overriding 
theme was a desire for flexibility. 


Operations Committee 
Several commenters felt that the operations committee 


was not needed because it was duplicative of manage- 
ment’s responsibilities and because the board 





39 To the extent that any of the clearing agencies’ 
processing or ADP functions are carried out by a 
facilities manager, the clearing agency must assure 
itself that the facilities manager complies with all of 
the safeguards, as appropriaie, set forth in the section 
on “Safeguarding of Securities and Funds and Prompt 
and Accurate Clearance and Settlement of Securities 
Transactions.” 


40 See Securities Exchange Act Release No. 13584, pp. 
32-36 for a discussion of the characteristics and 
functions of each committee and its staff. 





» evaluates the adequacy of management's performance. 
_ While some commenters supported the objectives of 
~ the operations committee, virtually all the commenters 
suggested the need for flexibility in permitting clearing 
agencies to develop their own organizational 
Structure.*' The Commission believes that an integral 
part of a clearing agency board’s oversight responsi- 
bilities is to assure the operational capabilities of the 
clearing agency. In order to perform this oversight 
responsibility, the board must be informed about the 
clearing agency’s operations. The board’s oversight 
responsibility does not mitigate management’s 
responsibilities to assure on an ongoing basis the 
integrity and operational capabilities of the clearing 
agency’s operations. Therefore, the Commission 
believes that it is not necessary for a clearing agency to 
specifically create an operations committee or 
supporting staff to perform such functions. Rather, the 
Commission is concerned that the clearing agency’s 
board of directors and management effectively carry 
out these responsibilities. 


The Commission believes, among other things, that 
management should perform periodic risk assess- 
ments of the clearing agency’s ADP facilities,42 and 
provide the board or its designee, such as a board 
committee, with the risk assessment reports. Manage- 
ment must supervise the establishment, maintenance 
and updating of safeguards and report periodically to 
the board or its designees. 


The Commission also believes that a clearing agency 
must continually consider the impact that new or 
expanded services would have on the clearing agency’s 
processing capacity. 





41 Some commenters suggested that only an audit 
committee having the combined functions of the 
operations and audit committees is necessary. 


42 See, e.g., S. Reed, Automatic Data Processing Risk 
Assessment (interim Document—March 1977) [pre- 
pared by the Systems Architecture Section, Systems 
and Software Division, Institute for Computer Sciences 
& Technology, National Bureau of Standards, 
Washington, D.C. 20234, available from the National 
Technical Information Service (“NTIS”), Springfield, 
Virginia 22151 ($4.00)]; R. Courtney, Security Risk 
Assessment in Electronic Data Processing Systems 
(Revised ed. December 1975) [available from IBM 
Corporation, P.O. Box 390, Poughkeepsie, N.Y. 
12602], reprinted in Committee on Government 
» Operations, United States Senate, Problems Associ- 
ated with Computer Technology in Federal Program 
and Private Industry, 181 (June 1976). 


Audit Committee 


In the Release, the Commission indicated that it 
expected that the clearing agency’s audit committee 
would select the agency’s independent public 
accountant and would meet with it before and after any 
examination. Generally, the commenters did not raise 
any objections to the need for an audit committee. 
However, one commenter indicated that the 
composition and operation of audit committees are 
matters of board judgment. Other commenters 
indicated that the independent public accountants 
should be selected by the clearing agency’s board of 
directors or shareholders instead of the audit 
committee. Other commenters were concerned over 
the frequency with which the committee and the 
clearing agency’s independent public accountant 
would be expected to meet. Having considered the 
comments, the Commission believes that clearin 

agencies should establish an audit committee4 

which either selects the auditor or makes a recom- 





43 The Commission has long urged the formation of 
audit coramittees, composed of outside directors, to 
participate in arranging corporate audits. Accounting 
Series Release No. 19 (December 5, 1940). In 1972, the 
Commission specifically endorsed the establishment 
of all publicly-held companies of audit committees 
composed of outside directors. Securities Exchange 
Act Release No. 9548 (March 23, 1972), 37 FR 6850 
(April 5, 1972). In 1974, the Commission reiterated its 
support of audit committees by amending its rules to 
require disclosure in proxy statements of the existence 
or absence of audit committees. Securities Exchange 
Act Release No. 11147 (December 20, 1974), 40 FR1012 
(January 6, 1975). The Commission recently supported 
this concept in its “Report to the President on Regula- 
tory Reform” (October 5, 1976). 


On January 6, 1977, the Board of Directors of the New 
York Stock Exchange Inc. (the “NYSE”) adopted Rule 
2495H, “Audit Committee Policy” requiring issuers of 
securities to establish no later than June 30, 1978, ant 
thereafter maintain an audit committee composed of 
outside directors as a condition so listing and 
continued listing of the issuers’ securities on the 
Exchange. Subsequently, the Commission wrote the 
other registered national securities exchanges 
suggesting that they adopt rules comparable to NYSE 
Rule 2495H. 
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mendation to the board regarding the hiring44 of the 
clearing agency’s independent public accountant. 


With regard to the frequency of meetings, the Commis- 
sion’s principal concern is that there be an open and 
free-flowing communication between the independent 
public accountants and the audit committee, as to the 
scope and results of examinations. Therefore, the 
Commission does not intend to require the audit 
committee to meet with its public accountants a 
prescribed number of times each year. Rather, the 
Commission expects that such meetings will take 
place as often as may be necessary to, among other 
things, establish the scope of all examinations for that 
year and to discuss the results of all examinations. 


With regard to the composition of the audit 
committee,45 a number of commenters expressed 
concern with the Commission’s proposed qualifica- 
tions for membership on the committee.46 One 
commenter suggested that only the majority of the 
audit committee be independent and that a clearing 
agency officer be included on the committee. Another 
commenter was concerned that committees of 
independent directors4” would have interests incon- 
sistent with that of equity shareholders. One 
commenter suggested that an audit committee should 





44 in the case of a wholly-owned subsidiary clearing 
agency of a publicly-held company which has an audit 
committee composed of outside directors that 
recommends the selection of the independent public 
accountant to the board of the parent company and all 
its subsidiaries, the decision of the parent company 
will be binding on the subsidiary clearing agency. 
However, the audit committee of the subsidiary 
clearing agency should meet with the independent 
,Public accountant regarding the scope and results of 
examinations of the clearing agency. 


45 since the Commission is not specifically requiring 
an operations committee, this discussion is limited to 
the composition of the audit committee. 


46 See p. 36 of Securities Exchange Act Release No. 
13584 for a description of the proposed qualifications 
for membership on the committee. 


47 in this release, the term ‘‘non-management 
directors” will be used in lieu of the term “independent 
directors” since the former term describes more 
precisely the characteristic sought. 
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not be denied the expertise of an individual board , 
member who is affiliated with a self-regulatory organi-+_ 
zation which owns an interest in the clearing agency. ™ 
Other commenters indicated that clearing agency 
directors may not have sufficient time or the technical 
expertise necessary to adequately discharge the audit 
committee’s responsibilities. 


The Commission believes that a board member who is 
an officer or director of an entity which is affiliated with 
the clearing agency is in a management related role 
and cannot serve on a clearing agency’s audit 
committee. Since a principal audit committee respon- 
sibility is to advise on a timely basis the full board of 
directors of any significant matters which come to their 
attention, the Commission does not feel that there is a 
demonstrated need for audit committee representation 
of management related directors. 


In view of the comments received, the Commission is 
inclined to require that clearing agencies have an audit 
committee which would be composed of non-manage- 
ment directors.48 Of course, the Commission believes 
that an audit committee should have members who 
would devote sufficient time to the work of the 
committee and who are qualified to discharge effec- 
tively the committee’s responsibilities 49 


The Commission anticipates that the clearing agency’s 
internal audit department would be adequately staffed 





48 The Commission is inclined to the view that a 
director is non-management for the purpose of serving 
on aclearing agency audit committee if the director is 
not associated with the clearing agency (in other than a 
user Capacity), any self-regulatory organization 
affiliated with the clearing agency or any entity which 
furnishes services to the clearing agency and is free 
fromy other relationship that, in the opinion of the 
clearing agency’s board of directors, would interfere 
with the director’s exercise of independent judgment. 


49 The Commission believes that if a clearing agency’s 
audit committee does not have the prerequisite 
technical expertise necessary or time to devote to 
carrying out its responsibility it may form a sub- 
committee composed of participants who possess the 
technical expertise, could devote the necessary time 
and who would meet the non-management criteria 
described in fn. 50 to advise the audit committee. 





* with qualified personnel 20 would maintain indepen- 
_» dence and objectivity in the performance of its duties 
and periodically would report to the audit committee in 
addition to performing its on-going responsibility to 
management. The Commission believes an internal 
audit department’s effectiveness would depend on its 
ability to act as a separate level of control, reviewing 
during development the clearing agency’s system of 
internal accounting control and, thereafter, in the 
evaluations of the system in operation. 


B. Financial Reports 


In the Release, the Commission proposed to require 
clearing agencies to have available, within 60 days after 
the close of each fiscal year, unconsolidated audited 
annual financial statements which would disclose 
clearing system balances and positions, would be 
prepared in accordance with generally accepted 
accounting principles and would be covered by the 
report of its independent public accountant.92 The 





50 The ADP environment of a clearing agency dictates 
that an internal audit department’s staff possess, in 
addition to sufficient technical training and proficiency 
in accounting and auditing, expertise in ADP appli- 

' cation of accounting and auditing to perform internal 
audit functions competently. See e.g., Institute of 
Internal Auditors, Inc. (the ‘‘IlA’’) research project 
report, Systems Auditability and Control (April 1977), 
which discusses the growing significance of ADP 
operations to the internal audit function; the report is 
contained in 3 volumes—Executive Report, Data 
Processing Control Practices and Data Processing 
Audit Practices Report— [available from William E. 
Perry, Director of ADP and Research, IIA, Altamonte 
Springs, Florida 32701 ($30.00)]. 


51 This would provide assurance that the system 
would provide for an audit trail and contain adequate 
controls for the safeguarding of participants’ funds 
and securities. Additionally, early involvement in the 
development of the clearing agency’s system, 
including ADP systems, provides assurance that the 


safeguards of securities, funds and data control 
discussed at pages 73-77 will be functional. 


52 The financial statements would also contain the 
following additional financial data: (1) a statement of 
changes in the balance and composition of the clearing 
agency’s clearing or participants’ fund, presented in a 
fashion similar to that commonly used to present 
changes in equity; (2) a footnote describing any use 
made of the balance in the clearing or participants’ 
fund during the year; (3) a schedule, covered by the 


report would also include a management discussion. 
The clearing agency would also be required to furnish 
copies of the annual financial statements to partici- 
pants. 


Numerous commenters suggested that annual audited 
financial statements should not have to be available 
until 90 days following the close of the clearing 
agency’s fiscal year. They noted that public corpora- 
tions are required to have available annual financial 
statements within 90 days. In proposing 60 days, the 
Commission considered that a clearing agency’s 
operations were more analogous to that of the broker- 
dealer than the issuer community. Therefore, the 60 
day period provided in 17 CFR 240.17a-5(d)(5) under 
the Act for broker-dealers was used as a guideline, and 
the Commission continues to believe that 60 days is 
appropriate. 


Some commenters felt that the annual financial state- 
ments should be for board use only, while other 
commenters favored full disclosure to participants. 
The Commission believes that participants who have 
made clearing fund contributions, deposited securi- 
ties, and have money and/or securities in the clearing 
agency’s system should have timely access to audited 
annual financial statements. 


One commenter stated that the annual audited 
financial statements should be consolidated while 
another commentor suggested that both consolidated 
and unconsolidated statements be presented. The 
Commission believes that presentation of uncon- 
solidated financial statements would be an informative 
disclosure of the clearing agency’s operations. 
Consolidated statements would oniy be meaningful if 
the subsidiary entity’s assets could be reached for 
satisfying the parent creditors or, if the subsidiary’s 
creditors could attach any of the parent’s assets. If 
such is the case, the Commission believes that 
consolidated financial statements would be mean- 
ingful to participants and should be provided to 
participants along with the unconsolidated financial 
statements. The Commission has also determined not 
to require a management discussion in the annual 
report since the Commission believes that clearing 
agency management currenty informs its participants 
of changes and developments in its operations. 





same report of the independent public accountant as 
the basic financial statements, setting forth revenues 
by significant fee sources and the direct and indirect 
expenses related to each fee source; and (4) a footnote 
describing indirect expenses and methods used in 
allocating indirect expenses to significant fee sources. 
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Several commenters requested Clarification of the term 
“clearing system balances and positions.” This term is 
not meant to include participant securities held in 
custody by a depository. This term was meant to 
include the components of a continuous net settlement 
system short and long valued positions which the 
Commission believes would be a meaningful dis- 
closure since the clearing agency stands in the middle 
of such transactions. 


Most commenters objected strenously for many 
reasons to presenting in the annual audited financial 
statements a schedule of revenues by significant fee 
sources and the direct and indirect expenses related to 
each fee source and a footnote describing indirect 
expenses and methods used in allocating indirect 
expenses to significant fee sources. The Commission 
agrees that the annual audited financial statements 
need not contain this information. 


Some commenters suggested that the proposed 
statement of changes in the balance and composition 
of the clearing agency’s participants fund is redundant 
since adequate disclosure currently exists in clearing 
agency financial statements. The Commission is 
inclined to believe that, to the extent adequate 
disclosure exists, the proposed statement is 
unnecessary. Therefore, the Commission will not 
require such a statement in the audited annual 
financial statement at this time. 


One commenter presumed that the proposed 
disclosure of any uses made of the balance in the 
clearing or participants’ fund referred only to charges 
to such fund to cover losses other than to satisfy a loss 
attributable to a participant solely from that partici- 
pant’s clearing fund deposit. The Commission did not 
intend that the disclosure be of such a limited scope. 
Rather, the Commission intends that the disclosure 
contain information as to any uses for which the 
clearing agency employs such balances, in addition to 
any charges to the fund. The Commission believes that 
such disclosure is appropriate in the financial state- 
ments. 


Accordingly, a clearing agency should have available, 
within 60 days following the close of the clearing 
agency’s fiscal year, unconsolidated audited annual 
financial statements°3 which would be prepared in 





53 See discussion at pp. 61-62 as to those circum- 
stances in which consolidated financial statements 
would be appropriate. 
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accordance with generally accepted accounting. 
principles and would be covered by the report of tg 
independent public accountant. 


In the Release, the Commission indicated that it pro- 
posed to require clearing agencies to have available 
unaudited quarterly financial statements within 30 
days following the close of each fiscal quarter, 
prepared in accordance with generally accepted 
accounting principles and subject to a limited review 
conducted in accordance with generally accepted 
auditing standards by its independent public account- 
ant who would state the basis of the limited review. 
The quarterly financial statements would consist 
of: (i) a statement of financial position as at the end 
of the most recent fiscal quarter and as of the end of 
the corresponding period of the preceding fiscal year; 
(ii) astatement of changes in financial position for the 
period between the end of the last fiscal year and the 
end of the most recent fiscal quarter and for the corre- 
sponding period of the preceding fiscal year; and (iii) a 
condensed statement of results of operations for the 
most recent fiscal quarter and for the period between 
the end of the last fiscal year and the end of the most 
recent fiscal quarter, and for corresponding periods of 
the preceding fiscal year. The quarterly statements 
would be accompanied by a management’s discussion 
and analysis of significant financial and operating 
developments during the period reported on. In the 
Release, the Commission proposed that the quarterly 
financial statements be furnished to participants. 


Many commenters felt that the proposed limited review 
of quarterly financial statements by an independent 
public accountant was unnecessary and not cost 
justified. Based on the comments, the Commission is 
currently inclined to accept the assertions that a need 
has not yet been demonstrated. 


While one commenter suggested that the quarterly 
financial statement should not be required to be 
available until 45 days following the close of each 
fiscal quarter, one commenter stated that 30 days was 
appropriate and is now being met by the commenter. 
One commenter suggested that semi-annual interim 
financial statements would be sufficiently frequent but 
several other commentors believed quarterly state- 
ments were appropriate. The Commission believes that 
quarterly financial statements should be made avail- 
able on as timely a basis as practicable. 4 Currently, 
the broker-dealer community is required to file 
financial data within 17 days of the end of each 





54 The quarterly statements need not contain a 
management discussion and analysis. 





» calendar quarter © and the Commission believes that 
, ‘a 30 day requirement appears to be reasonable for 
clearing agencies. 


Some commenters objected to the furnishing of 
quarterly financial statements to participants. Because 
participants have clearing fund deposits, cash and/or 
securities in the clearing agency system, the Com- 
mission believes that at a minimum the clearing 
agency should advise its participants that quarterly 
statements are available and will be furnished upon 
request. 


In the opinion of the Commission, the preparation and 
availability of annual and quarterly financial state- 
ments are fundamental to the ability of a clearing 
agency’s management and board of directors to remain 
apprised of the clearing agency’s financial condition 
and the adequacy and accuracy of its records. The 
availability of financial statements would assist the 
Commission and other appropriate regulatory agencies 
in the discharge of their regulatory responsibilities. 
The Commission believes that annual financial state- 
ments prepared by clearing agencies should promptly 
be furnished and that quarterly financial statements 
should be made available to the clearing agencies’ 
participants for the reasons discussed earlier. 


C. Internal Accounting Control Reports 


In the Release, the Commission stated that it believes 
the establishment and maintenance of an adequate 
system of internal accounting control is critical to the 
safety and accuracy of clearing agency operations. 
Although the objectives of internal accounting control 
are familiar to the business community and 
presumably would be viewed by a clearing agency’s 
directors as a fundamental aspect of management’s 
responsibilities 06 the Commission believes that, in 
order to evaluate the adequacy of a clearing agency’s 





55 17 CFR 240.17a-5(a)(2)(ii) and (iii). 


56 In proposed Rule 13b-2, Securities Exchange Act 
Release No. 13185 (january 19, 1977) 42 FR 4854 
(January 26, 1977), the Commission proposed to adopt 


as a Commission rule the American Institute of 
Certified Public Accountants’ definition of accounting 
control, Codification of Statements on Auditing 
Standards Numbers 1 to 15, Section 320.28 (1977) 
(AICPA Professional Standards, AU Section 320(: 


Accounting control comprises the plan of 
organization and the procedures and 


system of internal accounting control, the agency’s 
board of directors should have available an examina- 
tion report on the system of internal accounting control 
rendered by a qualified and independent source. 


In the Release, the Commission stated that it was 
inclined to require that a clearing agency obtain semi- 
annually an examination report prepared by an inde- 
pendent public accountant on the clearing agency’s 
system of internal accounting control. In the Release, 
the Commission indicated that the accountant's report 
should be based on an examination made for the sole 
purpose of issuing its report on the system of internal 
accounting control and would consist of a study, 
including a review of the system and tests of com- 
pliance, and an evaluation. The examination would 
include all procedures necessary under the circum- 
stances to enable the independent public accountant 
to express an opinion thereon and would be sufficient 
in scope to provide reasonable assurance that any 
material weakness existing or found to have existed 
since the previous semi-annual examination report 
would be disclosed. The accountant’s report would 
describe any material weaknesses discovered and any 
corrective action taken, or being taken, by the clearing 
agency. If the examination did not disclose any 
material weaknesses, the report would so state. 


In the Release, the Commission stated that the 
availability of such examination reports, in addition to 





records that are concerned with the safe- 
guarding of assets and the reliability of 
financial records and consequently are 
designed to provide reasonable assurance 
that: 


a. Transactions are executed in accord- 
ance with management’s general or specific 
authorization. 


b. Transactions are recorded as necessary 
(1) to permit preparation of financial state- 
ments in conformity with criteria applicable 
to such statements and (2) to maintain 
accountability for assets. 


c. Access to assets is permitted only in 
accordance with management’s authoriza- 
tion. 


d. The recorded accountability for assets 
is compared with the existing assets at 
reasonable intervals and appropriate action 
is taken with respect to any difference. 
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providing an essential tool for clearing agency 
management, wouid aid the Commission and other 
regulatory agencies in discharging their regulatory 
responsibilities with respect to clearing agencies. 
Also, because clearing agency participants have a 
significant interest in the adequacy of the system of 
internal accounting control which protects their 
securities and funds, the Commission stated it would 
require that the examination reports be furnished to all 
participants promptly after the reports become 
available to the clearing agency. 


Numerous comments were received on the topics of 
distribution and frequency of internal accounting 
control reports. Most commenters recommended that 
the report be prepared only on an annual basis.°’ One 
commenter assumed that the report would be prepared 
in accordance with the American Institute of Certified 
Public Accountants (“AICPA”) Codification of State- 
ments on Auditing Standards Number 1 to 15 Section 
640 entitled “reports on Internal Control”. A number of 
commenters felt that the report should not be 
distributed outside the board of directors and the 
Commission, and one commenter suggested that it be 
distributed only if material inadequacies exist. Another 
commenter suggested that material weaknesses 
should not be disclosed, and still another commenter 
stated that such reports may be costly and wasteful. 


In view of the comprehensive program of safeguards 
proposed in this release, the Commission has deter- 
mined to require an internal accounting control report 
for clearing agencies on an annual basis only, at this 
time.58 The Commission believes thai an internal 
accounting control report of the scope described 
herein is appropriate because of the significant, 
critical and ever-increasing role which clearing 
agencies play in the securities processing industry. 
Additionally, the Commission feels that a national 
system will not reach full potential until additional 
participation in clearing agencies is fostered. The 
Commission believes that one of the most important 
ways to foster participation in a clearing environment 
is to accord high visibility to the significant safe- 
guards clearing agencies employ, including an annual 
internal accounting conirol examination by an 
independent public accountant. 





57 One commenter stated that internal accounting 
control systems do not lose their validity once 
established and a review of internal accounting control 
more frequently than once a year would be costly to 
smaller clearing agencies. 


58 However, this would not preclude a clearing agency 
from having reports prepared more frequently. 
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This examination could consist of a study, including a 


review of the system and tests of compliance, and an' 


evaluation. The scope of the examination shall be 
sufficient to provide reasonable assurance that any 
material inadequacies existing at the date of the 
examination or which had existed since the last 
examination would be disclosed. This scope is broader 
than that of the examination described in Sections 320 
and 640 of the “Codification of Statements on Auditing 
Standards” of the AICPA. The accountant’s report shall 
describe any material inadequacies found to exist or 
found to have existed since the date of the previous 
examination. The report shall indicate any corrective 
action taken or proposed. If the examination did not 
disclose any material inadequacies the report shall so 
state. 


The examination report may be issued on any prede- 
termined regular annual basis which the clearing 
agency may select, provided the scope of the examina- 
tion conforms with that set forth above. 


Additionally, the Commission believes that the internal 
accounting control report need not contain all the 
detailed information which an accountant’s manage- 
ment letter may contain except to the extent any 
material inadequacies are disclosed. 


D. Securities, Funds and Data Controls 


The Release noted that the Commission’s experience 
with this aspect of clearing agency controls has led it 
to conclude that it is useful to analyze safeguards in 
terms of two principal objectives: (i) prevention, 
including physical security, data and software 
integrity, and internal accounting control, discussed 
above, and (ii) recovery, including contingency 
planning and insurance. 


Prevention 


In the Release, the Commission noted that the 
securities industry has had substantial experience with 
procedures for the physical safeguarding of securities 
and funds in vaults, in funds handling areas and while 
in transit. In the relatively new area of ADP operations, 
however, the Release noted that a consensus on the 
necessary elements of physical security is still 
evolving. The Release stated that while the Com- 





59 See e.g., the discussion of ADP physical security 
contained in the National Bureau of Standards Federal 
Information Processing Standards Publication 31, 
Guidelines for Automatic Data Processing, Physical 
Security and Risk Management, June 1974, [available 
from National Technical Information Service, 5285 Port 
Royal Road, Springfield, Virginia 22161 ($3.50)]. 


+ 
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mission recognizes the need for flexibility in the design 
and implementation of security systems, on a more 


» general level, the Commission would expect each 


clearing agency’s plan for physical security to include, 
both for the maintenance and processing of securities 
and funds and for the ADP operation, such traditional 
security measures as: access control on-site, off-site 
and _ in-transit; written procedures detailing steps 
involved in handling funds and securities; maintenance 
of an orderly and secure working environment; and 
early warning systems and disaster procedures 
responsive to fire, natural disasters, and intrusion. 


The Commission noted that it believed the application 
of conventional prevention measures to ADP 
operations should be augmented by measures 
designed to assure software integrity, such as 
stringent quality assurance procedures (including pre- 
implementation review and testing of new applica- 
tions, operating systems and components), full 
documentation of systems design and modifications, 
periodic post-implementation systems testing for 
conformity to latest system design specifications and 
for determining adequacy of internal accounting 
controls and data integrity, and requirements for 
executive approval to modify or update software. In 
addition, the integrity of data files should be verified 
periodically. 


Some commenters suggested that the standards 
should not be specific while several commenters 
suggested minimum standards as appropriate or 
necessary. One commenter suggested that the Com- 
mission set minimum insurance standards, leaving to 
the insurer the determination of minimum security 
requirements. The Commission believes that the 
proposed prevention standards are appropriate as 
guidelines for clearing agencies to follow and will 
provide for the safeguarding of funds and securities. 


Recovery 


In the Release, the Commission stated that the 
recovery objective of funds, securities and data 
controls, in the Commission’s opinion, calls for a 
written contingency plan, which at a minimum covers 
(i) preparation for contingencies through such devices 
as periodic duplication and off-site storage of data 
files; (ii) off-site storage of up-to-date, duplicate 
software files and critical forms and supplies needed 
for processing operations; (iii) immediate availability 
of software modifications, detailed procedures, 
organization charts and job descriptions for the 
conduct of operations under a variety of possible 
contingencies; and (iv) emergency mechanisms for 
establishing and maintaining communications with 
participants and other entitites participating in the 


national clearing and settlement system. The 
Commission would expect contingency plans to be 
tested periodically to insure their effectiveness and 
adequacy. 


In the Release, the Commission indicated that the 
recovery component of clearing agency safeguards 
should include adequate insurance coverage for both 
the clearing agency’s operations and the operations of 
any sub-custodian, delivery service or other agent used 
by aclearing agency. In the Release, the Commission 
suggested that adequate insurance coverage should be 
substantially similar to that afforded by Stockbrokers 
Blanket Bond Standard No. 14 of the Surety Associa- 
tion of America, currently in effect, augmented by 
errors and omissions insurance, fire insurance and 
such additional insurance coverage as may be 
desirable in view of the kinds of risks involved in the 
operation of a clearing agency. The Commission 
requested comment on the kinds and amounts of 
insurance coverage appropriate to clearing agency 
operations. 


One commenter indicated that the minimum insurance 
requirements should be related to what is available. A 
commenter noted that Standard Form No. 14 may 
become obsolete and that coverage should be stated 
more generally. Another commenter suggested that 
Standard Form No. 14 may be inadequate. Most 
commenters stated that errors and omissions coverage 
may be available only on a limited basis and is not cost 
justified. Another commenter suggested that cost and 
availability of insurance are factors the board should 
consider in determining adequacy of insurance 
coverage and amount. 


The Commission believes that clearing agency 
management and board of directors should periodically 
review the kinds of risks involved in its business and 
the types and amounts of insurance coverage available, 
and there should be adequate insurance in both 
coverage and amount for both the clearing agency’s 
operations and the operations of any sub-custodian, 
delivery service or other agent. With respect to the 
other recovery standards, the Commission continues 
to believe that they are appropriate guidelines. 


V. Obligations to Participants 
A. Clearing Funds 


In the Release, the Commission expressed the belief 
that clearing agency rules should limit the use they 
make of clearing fund contributions, that, generally, 
contributions to clearing funds may consist, in varying 
proportions, of cash, United States government 
obligations, municipal bonds and open account 
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indebtedness secured by United States government 
obligations and municipal bonds,©9 and that the cash 
portions of clearing funds should be invested only in 


agency and the particular risks inherent in its 
operations. Another commenter indicated that né— 
absolute standard or single formula should be used for™ 


United States government obligations. In addition, the 
Commission expressed the view that clearing funds 
should be used to protect clearing agencies against 
losses to the clearing agency or its participants caused 
by participant default and only under the circum- 
stances specified in the clearing agencies’ rules. The 
Commission indicated that it is inclined to require that 
assessments of participants to a clearing agency’s 
clearing fund be limited. This would create the 
possibility that a clearing agency may become 
insolvent, without first exhausting the resources of 
other participants through the assessment 
mechanism because of a loss caused by, and the 
subsequent insolvency of, one or more participants. 


In the Release, the Commission requested comment 
on the form which clearing fund contributions should 
taken and, for each form of contribution, the relative 
proportion of a clearing fund it should represent. The 
Commission also requested comment and suggestions 
on methods for determining the appropriate level of 
clearing fund contributions and for limiting the effects 
of clearing fund assessments. Furthermore, the Com- 
mission requested comment on whether clearing fund 
contributions should be available for other purposes 
such as to protect participants against losses resulting 
from clearing agency operations. 


The commenters suggested that the Commission take 
a flexible approach. A number of commenters 
suggested (i) that the forms of contribution to the 
clearing fund should be liquid and (ii) that there is no 
need to fix the relative proportion of a clearing fund 
which each form of contribution should take. 


With respect to the level of clearing fund contributions 
commenters suggested that it should be determined by 
the board of directors of each clearing agency in light 
of the particular functions performed by each clearing 





60 In the Release, the Commission expressed the 
belief that clearing fund contributions should be in a 
form which permits a clearing agency rapidly to obtain 
cash equal to the aggregate of all required contribu- 
tions to the clearing fund. 


61 In the Release, the Commission indicated that it is 
concerned that through the assessment mechanism an 
overwhelming loss ultimately might exhaust the 
resources of a number of clearing agency participants 
and result in their demise. 
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all clearing agencies in calculating the clearing fund 
contributions because of the varying operating charac- 
teristics of clearing agencies. 


With respect to the types of investment a clearing 
agency should be allowed to make with the cash 
portion of clearing funds, there is a divergence of 
opinion. Some commenters expressed agreement with 
respect to the restrictions proposed by the 
Commission, with the reservation that clearing 
agencies should be permitted to enter into repurchase 
arrangements with banks for United States government 
obligations. Other commenters maintained that the 
Commission should allow clearing agencies flexibility 
in dealing with clearing funds. For example, one 
commenter stated that the management of a clearing 
agency should be allowed to make its own decisions 
after weighing factors such as risk, rate of return and 
liquidity. 


With respect to the permissible uses of clearing funds, 
i.e., losses to which they could be applied, the Com- 
mission received considerable comment. One 
commenter stated that each clearing agency should 
have the flexibility to establish other legitimate uses 
for the fund, although it should primarily cover losses 
from participant defaults. 


Another commenter believed that restricting the avail- 
ability of the funds to participant default could have an 
adverse effect upon the clearing agency’s ability to 
maintain financial stability, since a clearing agency is 
exposed to risks that go beyond participant default and 
since losses may occur that either are not insurable or 
exceed appropriate insurance levels. 


Another commenter noted that the dichotomy between 
limiting the clearing fund to losses caused by partici- 


pant default and imposing broad liability on a 
depository for lost securities in excess of insurance 
coverage could result in the depository having to cover 
uninsured losses through capital reserves. This 
commenter stated several reasons why it believed 
development of capital reserves would be inappropriate 
and concluded that other losses not caused by partici- 
pant default, whether they are caused by events 
beyond the depository’s control or by poor depository 





62 This commenter indicated that if a clearing fund is 
not available to cover losses not otherwise covered the 
depository must cease operation and seek the pro- 
tection of a bankruptcy proceeding. 


~ 





. Management, could have a similar impact upon opera- 
‘tions of a depository and should be covered by clearing 
funds. 


Another commenter believed that the major purpose of 
the clearing fund should be to protect against losses 
caused by participant defaults and that the participant 
fund, as constituted at the time of any loss and without 
further assessment, should guarantee the obligations 
of a clearing agency to third parties.63 


One commenter maintained that, so long as the funds 
are properly protected, they should be available for 
use for certain purposes that facilitate the process of 
clearing. This commenter stated, however, that the 
fund should not be applied to operating expenses. In 
the opinion of one commenter, on the other hand, 
clearing fund contributions should not be available for 
purposes other than the specific contingencies for 
which they were provided. Another commenter 
indicated that, if the clearing agency is controlled by 
its participants, the questions should be left to the 
board of directors, acting under its rulemaking 
authority. 


With respect to limitations on assessments, one 
commenter indicated that banks might not be able to 
participate in clearing agencies unless a maximum 
liability for clearing funds and assessments is 
established. Other commenters suggested that it is 
appropriate to establish an assessment limitation 
since once a loss occurs, such as a loss in excess of 
insurance coverage and other resources, it must be 
absorbed by someone and through the assessment 
mechanism it is absorbed by all participants rather 
than a limited number of participants who have a 
position in that security. Another commenter pointed 
out that if there were an assessment limitation an 
insolvent clearing agency might settle on certain 
obligations to participants and default on others, 
creating a ripple of defaults among participants. 


The Commission has carefully reviewed the comments 
received and has amended its proposals in light 
thereof. The Commission does not believe that it is 
appropriate for the Commission to establish an 
appropriate level of clearing fund contributions. Rather 
the Commission believes that clearing agencies should 
establish an appropriate clearing fund contribution 
based, among other things, on its assessments of the 





63 That commenter suggested that protection should 
be afforded to third parties dealing with clearing 
agencies and non-defaulting participants by means of 
an industry-government backed fund. 


risk to which it is subject. However, the clearing fund 
contribution must be based on a formula which applies 
to all users on a uniform, non-discriminatory basis. 


The Commission also believes that the forms of contri- 
butions should be in cash and open account indebted- 
ness secured by United States government obligations 
or highly rated municipal bonds or such other 
securities as the rules of the clearing agency may 
provide. 


In the Release, the Commission sought to emphasize 
that because participant contributions to clearing 
funds protect clearing agencies against specified 
contingencies and are returned when participants 
withdraw from clearing agencies, the rules of clearing 
agencies should limit the use that they may make of 
clearing fund contributions. The Commission 
continues to believe that a clearings agency should not 
use the funds in a manner that impairs their liquidity or 
exposes them to unreasonable risks. Therefore, the 
Commission believes that clearing agency rules should 
limit the investments which it can make with the cash 
portions of clearing funds to United States govern- 
mental obligations or any securities which provide 
safety and liquidity of the principal invested in light of 
clearing agency’s fiduciary responsibilities and are 
provided for in the rules of the clearing agency. 


The. Commission believes that the rules of the clearing 
agency should limit the purposes for which a clearing 
fund may be used to protecting participants and the 
clearing agency from the defaults of other participants 
and from losses occurring through clearing agency 
operations (not including day-to-day operating 
expenses) such as losses of securities not covered by 
insurance and other resources of the clearing agency. 
In addition, whenever the clearing fund is charged for 
any reason other than to satisfy a clearing loss attrib- 
utable to a participant solely from that participant’s 
clearing fund deposit, each participant should 
immediately be given notice of both the amount of, and 
the reasons for, the charge. The participant should be 
promptly assessed the amount in order to make good 
the charge against its clearing fund deposit. 


With respect to further assessing a clearing agency 
participant to cover losses, the Commission is 
considering requiring that a clearing agency’s rules 
provide for a maximum assessment which is fixed by 
the clearing agency’s rules in order that at any given 
time a participant can ascertain his maximum potential 
liability. These limitations must be determined, among 
other things, in light of the clearing agency’s risks in 
its operations, the size of its clearing fund and other 
factors. 
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B. Standard of Care 


The Commission also stated in the Release that the 
rules of every clearing agency should provide that, 
except for securities delivered through the clearing 
agency to a participant for which the participant has 
not made payment to the clearing agency, or securities 
pledged by a participant through the clearing agency, 
the clearing agency must promptly deliver securities in 
its custody to, or as directed by, the participant for 
whom they are held. The Commission stated further 
that, consistent with its rules, a clearing agency 
should ensure that any sub-custodian holding the 
clearing agency’s securities would deliver the 
securities to, or as directed by, the clearing agency and 
otherwise have the financial and operational capability 
to perform its obligations. However, neither a clearing 
agency nor its sub-custodian would be required to 
deliver securities in contravention of any notice of levy, 
seizure, or similar notice, or order or judgment, issued 
or directed by a governmental agency or court, or 
officer thereof, having jurisdiction over such clearing 
agency or sub-custodian, which on its face affects the 
securities held for the clearing agency’s participant or, 
in the case of a sub-custodian, for the clearing agency. 


In addition to providing. that the clearing agency may 
not at any time refrain from delivering a participant’s 
securities to or as directed by the participant, the 
Commission stated that the rules of clearing agency 
should provide that it is liable to the participant for a 
failure to deliver the participant’s securities resulting 
from: (a) the negligence or misconduct of the clearing 
agency, the clearing agency’s sub-custodian or agent, 
or any of their respective agents or employees; (b) the 
placement, on fully-paid for participant’s securities or 
participant’s cash balances held by the clearing 
agency, of any lien or charge of any kind in favor of the 
clearing agency, the clearing agency’s sub-custodian 
or agent, or any person claiming through any one or 
more of them; (c) a larceny; (d) a mysterious disap- 
pearance or (e) any other cause for which the clearing 
agency has assumed responsibility .64 The Commis- 
sion stated that it would expect clearing agencies to 
ensure that the obligations of their sub-custodians and 
agents to return securities held for the clearing 
agencies would parallel the clearing agencies’ 





64 In the Release, the Commission noted that while 
the rules of clearing agencies currently provide, 
without qualification, for the return to participants of 
securities held for them by the clearing agencies, the 
level of liability which a clearing agency would have 
for failure to return a participant’s securities has not 
been determined to date. 
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obligations to return securities held for participants. 
Also, the Commission expressed the belief that, ing 
order to encourage indirect participation in a national, 
clearing and settlement system, the clearing agency 
rules should permit subrogation of any indirect 
participant to any claims its conduit direct participant 
might have against a clearing agency arising out of the 
deposit of the indirect participant’s securities. 


The Commission requested comment on the level of 
liability which should attach to a clearing agency’s 
obligations to return securities held for its partici- 
pants, the appropriateness of requiring that any level of 
liability assumed by a clearing agency with respect to 
its participants be paralleled by the level of liability 
assumed with respect to the clearing agency by its 
sub-custodian or agent and the need to subrogate 
indirect participants in clearing agencies to the rights 
of their conduit direct participants. 


With respect to the Commission’s proposed standards 
relating to the liability of a clearing agency to its 
participants for securities held by it, one commenter 
wrote that there was no need for any Commission 
action with regard to level of liability, because 
responsibilities of clearing agencies are adequately 
spelled out under their rules and agreements, and 
applicable state laws. 


{ 
Another maintained that in a competitive environment 
liability can be apportioned between the clearing 
agencies and their users by factors in the marketplace 
and reflected in the price of services, that management 
must retain the discretion to make the determinations 
with respect to subrogation of indirect participants and 
that the issue of subrogation is not a matter of federal 
securities laws. 


One commenter noted that the proposal requires 
clearing agencies to assume more liability than any 
other custodian of which it knew. He added that the 
standard would not require any showing that partici- 
pants have sustained any damage as a consequence of 
common law principles which define the liability of 
clearing agencies as that of a bailee for hire. In 
addition, he noted that the proposal did not specifi- 
cally exclude liability with respect to losses which a 
typical blanket bond excludes from coverage; thus 
leaving some question as to whether a clearing agency 
might become liable without insurance coverage. It 
was suggested that a balance be struck between the 
benefits to those participants that might otherwise 
suffer losses and the additional risks and costs upon 
all participants that would result from the assumption 
of greater liability by clearing agencies. According to 
this commenter, economics do not support the/ 
standard nor has a need for it been demonstrated. In’ ~ 





addition, the commenter noted that other regulators 
sould possibly adopt similar standards, which would 
prolong controversy and delay institutional acceptance 
of despositories. The commenter did not object to the 
subrogation proposal. 


One commenter indicated that clearing agencies 
should be completely responsible for the delivery of 
fully-paid securities, with the only exceptions being 
uninsurable catastrophies such as war or earthquake. 
He also commented that third parties should be 
permitted to be subrogated to the claims of direct 
participants. 


One commenter stated that it views its liability to 
return fully-paid securities as absolute. The 
commenter, however, stated that extension of a 
clearing agency’s liability to indirect participants 
regarding the return of fully-paid securities is inappro- 
priate and that there was no purpose in placing the 
agency in the middle of a dispute between a defaulting 
participant and his correspondents. 


One commenter opposed the standard, commenting 
that there was not persuasive reason why depositories 
should assume, as the proposal suggests, a level of 
responsibility that extends beyond that of a bailee for 
hire. Another cautioned that such subrogation require- 
nents will encourge litigation and place clearing 
agencies in a position of having to defend themselves 
against litigants with whom they have no direct 
relationship and who could harass them with 
groundless suits. 


Finally, with respect to the proposal that clearing 
agencies ensure that the obligations of their sub- 
custodians and agents be parallel to that of the 
clearing agency to its participants, some clearing 
agencies questioned the need for such a requirement. 
One commenter, for example, stated that clearing 
agencies have limited ability to negotiate such a pro- 
vision when the sub-custodian/agent has no legal 
obligation (regulatory or otherwise) to assume that 
degree of liability, and that as a consequence, the 
clearing agency could lose important services of its 
sub-custodians. This commenter added that such a 
standard could be implemented only after substantial 
lead time (such as a year) to allow renegotiation of 
agreements with the sub-custodians. 


With respect to the obligations of the clearing agency 
to return the securities of participants, the Commis- 
sion continues to believe that except in the circum- 
stances set forth in the Release relating to payment for 
securities, pledged securities or judicial or government 
order, the clearing agency must promptly deliver 
securities in its custody to or as directed by the 
participant for whom they are held. Furthermore, the 


clearing agency should ensure that any sub-custodians 
holding the clearing agencies’ securities will deliver the 
securities to or as directed by the clearing agency. The 
Commission believes that the clearing agency using 
such a sub-custodian should require that the sub- 
custodian have adequate financial and operational 
capability and insurance ato enable it to perform its 
obligations to the clearing agency. 


Additionally, the Commission is considering requiring 
that the rules of a clearing agency provide that it is 
liable to the participant for a failure to deliver the 
participant’s securities resulting from: (a) the 
negligence or misconduct of the clearing agency, the 
clearing agency’s sub-custodian or agent, of any of 
their respective agents or employees; (b) the place- 
ment, on fully-paid for participant’s securities or 
participant’s cash balances held by the clearing 
agency, of any lien or charge of any kind in favor of the 
clearing agency, the clearing agency’s sub-custodian 
or agent, or any person claiming through any one or 
more of them; (c) a larceny; (d) a mysterious disap- 
pearance; or (e) any other cause for which the clearing 
agency has assumed responsibility. 


Vi. Participant Charges 


Section 17A(b)(3)(E) of the Act requires a deter- 
mination that 


[t]he rules of the clearing agency do not 
impose any schedule of prices, or fix rates 
or other fees, for services rendered by its 
participants. 


The provision precludes a clearing agency from 
imposing schedules of prices or fixing minimum rates 
or charges for services which its participants render to 
others. 


Vil. Equitable Allocation of Reasonable Dues, Fees 
and Other Charges 


Section 17A(b)(3)(D) of the Act requires a deter- 
mination that 


[t]he rules of the clearing agency provide for 
the equitable allocation of reasonable dues, 
fees, and other charges among its partici- 
pants. 


The Release indicated that currently in determining 
the fees to be charged to participants for clearing 
agency services, many clearing agencies consider, in 
addition to cost of services, the benefits participants 
receive from services, and the need to subsidize 


SEC DOCKET/379 





certain services in order to encourage participation in 
a registered clearing agency. In the Release the 
Commission stated that it did not believe that a 


cost of providing the services, clearing agencies . 
rejected the prospect of the Commission imposing any 3 
philosophy as to the setting of fees and insisted that ™ 


clearing agency fee structure or individual fee may 
properly be a substantial burden on, or act as a 
subsidy to, a particular category of participants, and 
stated further that it was not opposed to considering 
cleraing agency fee schedules as a package in deter- 
mining whether reasonable fees have been allocated 
equitably among participants. In the Release, the 
Commission indicated that it generally believes that 
fees should be based on costs of services provided. 


The Commission stated that it was considering 
requiring that prior to imposing any dues, fees or 
other charges for services rendered to participants, 
clearing agencies advise their participants of (i) the 
unit cost attributable to the service (ii) the basis and 
method used in determining the unit cost and (iii) an 
explanation of determinations made, and justifications 
used in arriving at the fee. 


In the Release, the Commission recognized that the 
need to develop a national clearing system may in 
some circumstances warrant clearing agency fee 
structures under which clearing agency participants in 
different locations are charged the same fees for 
clearing agency services regardless of the differences 
in the clearing agency’s costs of providing the service 
to different locations. Nevertheless, the Commis- 
sion requested comment as to whether clearing agency 
participants in different locations should be charged 
the same fees for the same clearing agency services or 
whether different categories of clearing agency partici- 
pants should be charged different fees for the same 
services. In particular, the Commission asked whether 
registered clearing agencies participating in other 
registered clearing agencies should be charged the 
same fees as other participants, or whether the 
purposes of the Act, including the establishment of a 
national system, require that registered clearing 
agencies pay fees different from those charged other 
participants or pay no fees at all. 


The comments received on these issued generally 
questioned the Commission’s authority to prescribe 
fees for registered clearing agencies. Likewise, 
although some commenters expressed general agree- 
ment with the concept that fees for services reflect the 


the ultimate judgment as to fees should be exercised 
by the Board of Directors. While some commenters 
favored the concept of charging clearing agency 
participants in different locations the same fee for the 
same services, other opposed it. 


With respect to the Commission’s proposal requiring 
clearing agencies to send their proposed fee changes 
to participants before submitting them to the Com- 
mission, the response was also generally negative. 
Those who oppose prior submission claimed that such 
a procedure would impose an unreasonable burden on 
clearing agencies and result in considerable delays in 
changing fees. The opponents cited the expedited 
procedure provided in Section 19(b)(3)(A) of the Act 
for implementing fees and stated that these require- 
ments would destroy the benefits of that section by 
imposing inordinate delays on fee changes. The 
commenters expressed the belief that the comment 
periods provided by Rule 19b-4 will give adequate 
notice and opportunity for comment by participants. 
They maintained that the pressures of competition 
among clearing agencies will serve to regulate fees, 
and that to the extent a participant feels that fees are 
inequitable or discriminatory, it may seek review by 
that clearing agency or the Commission. 


The Commission has reviewed the comments received 
and has determined that at the present time it wil not 
require that clearing agencies send fee changes to 
their participants before submitting them to the Com- 
mission nor will it require a schedule setting forth unit 
costs and other matters. The Commission expects, 
however, that in instances of significant fee changes a 
clearing agency’s participants will be apprised of such 
changes and the underlying reasons therefor, and that 
participants will be allowed to give their views as to 
the determinations affecting fees. With respect to fee 
schedules in general, the Commission has a duty to 
ensure that fees charged by clearing agencies are 
reasonable and are allocated among participants on an 
equitable basis in accordance with the Act, and among 
other things, do not impose any burden on competition 
not necessary or appropriate in furtherance of the 
purposes of the Act. In the exercise of this duty, the 
Commission intends to respond to any charges that 
fees violate these principles. 





65 See, e.g. Order Granting Registration and State- 
ment or Reasons In the Matter of the Application of 
the National Securities Clearing Corporation for 
Registration as a Clearing Agency, Securities 
Exchange Act Release No. 13163 (January 13, 1977). 
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66 The matter of fees charged by one clearing agency 
to another clearing agency acting as a participant or 
interfacing with another clearing agency is not a 
subject of this release, but will be considered in a 
separate release. 





Vill. The National System 


In response to the Commission's inquiry concerning 
what securities issues should be included in the book 
entry portion of a national clearing and settlement 
system, some commenters responded that all 
securities should ultimately become eligible; others 
indicated eligibility should be determined in part by 
the volume of trading, number of stockholders and 
float in a particular security—the greater the volume, 
the greater should be the need for inclusion in a 
national clearing system. One commenter indicated 
that bond transactions should be eligible for inclusion 
in a national system. Another commenter indicated 
that all New York Stock Exchange and American Stock 
Exchange issues, over-the-counter issues currently 
cleared by National Clearing Corporation in its 
continuous net settlement system, and all primary 
securities on regional exchanges should be eligible. 


With respect to the Commission’s inquiry concerning 
the extent and manner in which registered clearing 
agencies should facilitate settlement between brokers 
and dealers and their institutional customers, several 
commenters were in favor of developing a national 
system which could provide settlement among brokers 
and dealers and their institutional customers. 


One commenter indicated it has encouraged 
nstitutions to become direct depository members and 
has established an institutional settlement service. The 
commenter noted it has implemented an institutional 
delivery system which is linked to a continuous net 
settlement system for institutions which may wish to 
use it. Another commmenter indicated it has 
persuaded local banks to join its depository and 
deposit securities for settlement with brokers. 


In connection with facilitating settlement between 
brokers and dealers and their institutional customers, 
one commenter believed that institutional investors 
should have access, either directly or through an 
agent, to the national clearing and settlement system, 
and that there should be standard delivery hours for 
security deliveries against payment to banks acting as 
agent for their institutional customers, after inter- 
broker deliveries have been made, in order to speed the 
delivery of securities to the buyer. Another commenter 
suggested that the national system could be expanded 
to accommodate institutional transactions by the 
establishment of a national institutional settlement 
system. 


With respect to the development of a national system, 
one commenter suggested that: (i) withdrawal of 
physical certificates from the national clearing and 
depository system be prohibited or seriously 
estricted; (ii) all trades in all active securities be 
required to be compared through a member of the 


national sytem; and (iii) clearing agencies be required 
to adopt uniform standards and procedures. In this 
connection, one commenter emphasized that the Com- 
mission must encourage cooperation among clearing 
agencies and maintain a constant vigilance and alert- 
ness to potential and actual lack of cooperation. 
Another commentor emphasized that for a true national 
system to develop there is a need to eliminate interface 
fees by New York clearing and depository entities. 


The Commission will deal with these comments during 
the course of the development of a national system, 
and use it authority to increase the number of eligible 
securities, encourage institutional and broker-dealer 
settlement and facilitate interface in a national system. 


IX. Other Matters. 


Section 17A(b)(3)(F) of the Act provides that the rules 
of the clearing agency must not be designed “to 
regulate by virtue of any authority conferred by [the 
Act] matters not related to the purposes of [Section 
17A of the Act] or the administration of the clearing 
agency.” In connection with the registration of clearing 
agencies the Commission intends to review all clearing 
agency rules to ensure that they are in accord with the 
foregoing objective. 


It should be noted that a number of specific matters 
have been raised by individual clearing agencies which 
are not addressed in this Release but will be handled 
with each clearing agency on a case-by-case basis. 


Section 17A(b)(1) of the Act gives the Commission 
authority to exempt any clearing agency or class of 
clearing agencies from any provision of the Act or the 
rules thereunder. By using this authority, as 
necessary, and by exercising reasonable discretion in 
making the determinations required in Section 
17A(b)(3)(A)—(I), the Commission will be able to make 
the statutory determinations, using the standards that 
finally emerge, in light of the characteristics of each 
clearing agency, the structure of the clearing agency 
community and the obejctives set forth in Section 17A. 


The Commission has consulted and requested the 
views of the other appropriate regulatory agencies 
involved in the regulation of clearing agencies prior to 
publishing the proposed standards for the registration 
of clearing agencies. 


All interested persons are invited to submit written 
data, views and arguments concerning the proposed 
standards on or before April 24, 1978. Such written 
data, views and arguments will be considered by the 
Commission in formulating final standards for review 
of clearing agency applications for registration. 
Persons desiring to make written submissions should 
file three copies thereof with the Secretary of the Com- 
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mission, Securities and Exchange Commission, 500 
North Capitol Street, Washington, D.C. 20549. 
Reference should be made to File No. S7-699. 

Copies of all written comments will be available for 
inspection at the Securities and Exchange Commis- 
sion’s Public Reference Room, 1100 L Street, N.W., 
Washington, D.C. 20006. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14532/March 6, 1978 


Orders have been issued granting the applications 
submitted by the New York Stock Exchange, Inc. to 
strike from listing and registration the Common Stock 
of the following companies: Interstate United 
Corporation ($1.00 Par Value); and Baker Industries, 
Inc. ($1.00 Par Value). 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14533/March 6, 1978 


In the Matter of 


AMERICAN STOCK EXCHANGE, INC. 
86 Trinity Place 
New York, New York 


(SR-Amex-77-39) 
ORDER APPROVING PROPOSED RULE CHANGE 


On January 3, 1978, the American Stock Exchange, 
Inc., filed with the Commission, pursuant to Section 
19(b)(1) of the Securtiies Exchange Act of 1934, 15 
U.S.C. 78(s)(b)(1) (the “Act”) and Rule 19b-4 there- 
under, copies of a proposed rule change which would 
rescind Amex Rule 182. That provision requires Amex 
members who specialize in securities admitted to 
dealings on the Amex pursuant to unlisted trading 
privileges to deposit with the Exchange, in a nominee 
account, at least one share (or other designated unit) 
of every such issue. 
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Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release _ 
(Securities Exchange Act Release No. 14358, January 
9, 1978) and by publication in the Federal Register (43 
FR 4295, February 1, 1978). 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to national 
securities exchanges, and in particular, the require- 
ments of Section 6 and the rules and regulations 
thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned proposed 
rule change be, and it hereby is, approved. 


For the Commission, by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14534/March 6, 1978 


Administrative Proceeding File No. 3-5389 

In the Matter of 

TIME HOLDINGS, INC. 

APPLICATION PURSUANT TO SECTION 12(h) 


The Securities and Exchange Commission has issued a 
notice giving interested persons until March 27, 1978 to 
request a hearing on an application by Time Holdings, 
Inc. (the “Applicant”) pursuant to Section 12(h) of the 
Securities Exchange Act of 1934, as amended (the 
“1934 Act”), for an order exempting the Applicant from 
the provisions of Section 15(d) of the 1934 Act for the 
Applicant’s fiscal year ended December 31, 1977. 


On January 9, 1978 the Applicant became a wholly- 
owned subsidiary of N.V. Amev, and there is no trading 
in Applicant’s securities. 








SECURITIES EXCHANGE ACT OF 1934 
Release No. 14535/March 7, 1978 


In the Matter of 


THE NEW YORK STOCK EXCHANGE, INC. 
11 Wall Street 
New York, New York 10005 


(SR-NYSE-77-21) 


ORDER APPROVING CERTAIN PROVISIONS OF A 
PROPOSED RULE CHANGE 


|. DESCRIPTION OF THE NYSE PROPOSED RULE 
CHANGE 


On August 1, 1977, the New York Stock Exchange, Inc. 
(“NYSE”) filed, pursuant to Section 19(b)(1) of the 
Securities Exchange Act (the “act”)! and Rule 19b-4 
thereunder,2 copies of a proposed rule change 
which, among other things, would make available two 
forms of “annual membership” as an alternative to 
ownership of one of a limited number of seats on the 
NYSE. The proposed annual memberships would 
enable qualified broker-dealers to: (1) gain electronic 
and telephonic access to the NYSE floor (herein 
referred to as “electronic access” membership),* and 
(2) in addition to electronic access, maintain physical 
presence and facilities on the NYSE trading floor 
(“physical presence annual membership”).> 





1 45 U.S.C. 78s(b)(1). 


2417 C.F.R. 240.19b-4. 


3 The proposed rule change was noticed in Securities 
Exchange Act Release No. 13882 (August 22, 1977) 
and published in 42 F.R. 44052 (September 1, 1977). 
No comments were received on the proposal. 


4 Electronic access, under the proposal, would extend 
to ‘‘(i) the floor facilities of a member, member firm 
or member corporation, (ii) the Designated Order 
Turnaround System of the Exchange, and (iii) such 
automated trading systems of the Exchange as the 
Board of Directors may from time to time determine.”’ 


5A physical presence member would be eligible to 
function as a specialist, registered trader or floor 
broker, assuming that he met those criteria which 
regular seatholders are required to meet to engage in 
any of those activities. 


Electronic access members, under the proposed rule 
change, would pay to the NYSE minimum annual dues 
of $13,500; physical presence members Would pay a 
minimum of $25,000. Annual members, unlike seat- 
holders, would have no ownership interest in the 
assets of the NYSE nor any transferable interest in 
their membership. Further, the voting rights of annual 
members would not be coextensive with those of 
regular seatholders—annual members would have no 
vote on any amendment to certain enumerated pro- 
visions of the NYSE Constitution which demarcate the 
rights, privileges or limitations of annual membership. 
Moreover, annual members would have no vote on any 
proposed disposition of the NYSE’s assets (e.g., liqui- 
dation) or upon a merger or consolidation. Finally, 
annual members would not vote on any matter con- 
cerning the NYSE’s Gratuity Fund, since they would 
have no interest therein. As to all other matters on 
which regular seatholders would vote (including 
selection of the NYSE Board of Directors), annual 
members would be entitled to vote. A physical 
presence member would have a full vote; an electronic 
access member, however, would have only a one-half 
vote. 


The proposal also contains other provisions which the 
Commission has previously addressed. 


The Commission believes it important to note that the 
NYSE proposed rule change does not provide that 
annual membership would constitute the exclusive 





6 These provisions relate to establishment of an 
‘‘options market maker’’ annual membership and 
authorize regular NYSE members to lease their seats. 
The options market maker provisions prompted the 
Commission to include SR-NYSE-77-21 in the order 
instituting a consolidated disapproval proceeding with 
respect to various self-regulatory organizations’ 
proposed rule changes which would expand existing 
programs for trading standardized options or would 
initiate new programs for such trading. Securities 
Exchange Act Release No. 14057 (October 17, 1977), 
42 F.R. 56711 (October 27, 1977). The seat leasing 
aspects of the proposal were approved by the Com- 
mission in Securities Exchange Act Release No. 14256 
(December 12, 1977), 42 F.R. 63974 (December 21, 
1977). 


Accordingly, this order addresses only those pro- 
visions of the proposed rule change concerning 
physical presence and electronic access annual 
membership. 
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basis by which a person who does not own or lease a 
seat may obtain direct communications access to 
NYSE members on the floor. Further, the Commission 
notes that no existing NYSE rule or stated policy 
requires membership as a prerequisite to the establish- 
ment of direct communications links to any particular 
NYSE member on the floor. Thus, under existing NYSE 
rules, as amended by the instant proposal, electronic 
access membership should not be viewed as the 
exclusive means by which non-members may obtain 
direct communications access to the NYSE floor. 


The NYSE, of course, may in the future submit to the 
Commission a proposal under Section 19(b)(2) of the 
Act to establish the principle that direct communica- 
tions access to the floor may be made available only to 
those who possess some form of membership in the 
exchange, and the Commission will consider any such 
proposal in light of the standards of the Act.’ We note 
that the NYSE has declined to provide us with a new 
rule or an interpretation of existing rules concerning 
non-member communications access to the floor and 
suggest that the NYSE make an appropriate filing 
under Section 19(b) of the Act to clarify this matter. 
Absent Commission approval of such a rule or inter- 
pretation, however, non-members who wish to forego 
the opportunity to become electronic access annual 
members (and thereby, among other things, forego 
access to the NYSE’s “Designated Order Turnaround” 
system and any other automated trading system which 
the NYSE may offer) may continue to pursue the alter- 
native of negotiating with an NYSE floor member for 
direct_ communication links to that member on the 
floor.8 





7 In this connection, the Commission wishes to point 
out that the views expressed in this release as to the 
scope of existing NYSE rules are not intended to 
reflect a determination as to whether any proposal by 
the NYSE to amend its existing rules or to adopt new 
rules, that would permit only members to gain direct 
communications access to its floor members, would be 
consistent with the Act. The Commission today 
reserves judgment on the merits of any such proposal. 


8 Absent a rule setting forth an exchange’s self- 
regulatory authority to govern the right of its members 
to provide direct communications access to their non- 
member customers, or an effective interpretation of 
existing rules to that end, denial of such access would 
be beyond the bounds of the exchange’s authority and 
could thereby constitute an unreasonable restraint of 
trade. See Silver v. New York Stock Exchange, Inc., 
373 U.S. 341 (1963). Moreover, under Section 19(d) of 
the Act, any such action would be reviewable by the 
Commission upon its own motion or upon the motion 
of an aggrieved person. 
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ll. Commission Findings 


The Commission finds that the provisions in 
SR-NYSE-77-21 to establish annual physical presence 
and electronic access memberships and other related 
provisions are consistent with the provisions of the Act 
and the rules and regulations thereunder, particularly 
Section 6(b)(5) of the Act. That section requires that 
the rules of an exchange be designed to remove 
impediments to and perfect the mechanism of a free 
and open market. In making available electronic access 
and physical presence annual memberships, this 
proposed rule change provides one means of 
increasing access to more or all of the range of benefits 
(and obligations) attendant upon ownership of an 
NYSE seat (historically limited in number). 


Although their voting rights would not be coextensive 
with those of regular seatholders, annual members 
would be accorded fair representation in the selection 
of directors and administration of the NYSE’s affairs. 
In offering a form of temporary membership not 
conveying any ownership interest in its assets, the 
NYSE may properly reserve to regular seatholders the 
vote on such matters as a disposition of the NYSE’s 
assets. 


As to the provision to preclude NYSE annual members 
from voting upon any amendment to the NYSE 
Constitution relating to the rights, privileges or limita- 
tions of annual membership, it is pertinent to note that 
annual members, upon expiration of their member- 
ships, would have no unalterable claim to acquire 
future memberships which confer precisely the same 
rights and privileges as earlier memberships. 


Finally, the dues to be assessed upon annual members 
appear, on their face, to be reasonable and equitably 
allocated in accordance with Section 6(b)(4) of the Act. 
The Commission believes that the ultimate test of 
““reasonableness,’’ however, will be provided by 
response of the market. Because alternative means of 
membership in, and access to, the NYSE exist—e.g., 
purchase or lease of a seat or negotiating private 





9 Any amendment to the NYSE Constitution, of 
course, constitutes a ‘‘proposed rule change’’ of the 
NYSE under Section 19(b) of the Act and, accordingly, 
must be filed with, and approved by, the Commission 
in order to become effective. In this regard, the Com- 
mission points out that any proposed constitutional 
amendment to limit the rights or privileges of then 
current annual members would raise questions as to 
the fair representation and unfair discrimination pro- 
visions of the Act, and may be subject to disapproval 
by the Commission on those, as well as perhaps other, 
grounds. 





communication links to a floor broker—the Commis- 
sion does not believe it necessary to subject these 
annual membership dues to a more rigorous a priori 
determination of reasonableness as might otherwise 
be called for.10 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned proposed 
rule change, insofar as its provisions pertain to the 
establishment of annual memberships in the NYSE 
and other related provisions, be, and it hereby is, 
approved. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-14536/ March 7, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY AMERICAN STOCK EXCHANGE, INC. 


File No. SR-Amex-78-2 


The American Stock Exchange, Inc. submitted on 
January 30, 1978, a proposed rule change under Rule 





10 jt should be noted that the proposed rule change 
proposes only a minimum level of annual membership 
dues. If the NYSE proposes to assess dues higher than 
the minimum, an additional proposed rule change 
must, of course, be filed with the Commission under 
Section 19(b)(3)(A) of the Act and that proposal would 
be subject to the abrogation authority of the Com- 
mission conferred under that Section. 


11 Amendments (including redesignation of certain 
existing provisions) to the NYSE Certificate of Incor- 
poration and Constitution which were proposed in the 
NYSE rule change filing and which are hereby 
approved are as follows: NYSE Certificate of Incor- 
poration, Paragraphs 8 and 13; NYSE Constitution, 
Article VII, Sections 1, 2, 4, 8, 9, 10(a), (b), and (c) 
(exclusive of the reference to ‘‘Section 1(d) of Article 
1X’’), and 12; Article IX, Sections 1(a), (b) and (c), 3, 
4, 6, 6(a), 7, 8, 9, 10, and 11; Article X, Sections 1(b) 
and (c); Article XI, Sections 4, 5(a), (b), and 6; Article 
XVII, Section 1; and Article XX, Sections 1, 3, 5, and 
6. 


19b-4 to amend Amex’s minimum margin require- 
ments to conform them to recent changes in Regula- 
tion T, exempt loans extended by member firms to 
customers for purposes other than purchasing, 
carrying or trading securities and clarify that member 
firms must always obtain initial margin sufficient to 
satisfy Regulation T. 


Publication of the submission is expected to be made 
in the Federal Register during the week of March 12, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or 
institute procedings to determine whether the pro- 
posed rule change should be disapproved, interested 
persons are invited to submit written data, views and 
arguments concerning the submission within 30 days 
from the date of publication in the Federal Register. 
Persons desiring to make written comments should file 
six copies thereof with the Secretary of the Commis- 
sion, Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-Amex-78-2. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the pro- 
posed rule change which are filed with the Com- 
mission, and of all written communications relating to 
the proposed rule change between the Commission 
and any person, other than those which may be with- 
held from the public in accordance with the provisions 
of 5 U.S.C. §552, will be available for inspection and 
copying at the Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C.copies of the 
filing and of any subsequent amendments will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market Regu- 
lation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-14537/March 7, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY AMERICAN STOCK EXCHANGE, INC. 


File No. SR-Amex-77-41 


The American Stock Exchange, Inc. submitted on 
January 3, 1978, a proposed rule change under Rule 
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19b-4 to amend Rule 470 to enable Amex floor brokers 
to be covered by the special financial responsibility 
standard set forth in SEC Rule 15c3-1(b)(2). 


Publication of the submission is expected to be made 
in the Federal Register during the week of March 12, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or 
institute proceedings to determine whether the 
proposed rule change should be disapproved, 
interested persons are invited to submit written data, 
views and arguments concerning the submission 
within 30 days from the date of publication in the 
Federal Register. Person desiring to make written 
comments should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-Amex-77-41. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the 
proposed rule change which are filed with the Com- 
mission, and all written communications relating to 
the proposed rule change between the Commission 
and any person, other than those which may be with- 
held from the public in accordance with the provisions 
of 5 U.S.C. §552, will be available for inspection and 
copying at the Commission’s Public Reference Room, 
1100 L Street, N.W., Washington, D.C. Copies of the 
filing and of any subsequent amendments will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission, by the Division of Market Regu- 
lation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14538/March 7, 1978 


Uniform Net Capital Rule 
AGENCY: Securities and Exchange Commission. 
ACTION: Rule amendment. 


SUMMARY: This release announces the adoption of 
previously proposed amendments to the Commission’s 
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net capital rule which provides for specific treatment 
relating to certain trading strategies in listed options 
known as ‘‘straddles.’’ This modification is appro- 
priate since the rule previously treated each 
component of a ‘‘straddie’’ as a separate unrelated 
option position requiring a deduction on each side of a 
listed option straddle. The effect of the amendments is 
to recognize the limited market risk to a bona-fide 
straddle by specifying that the deduction required by 
the net capital rule with respect to a straddle be equal 
to the greater of such separately applicable charge. 


EFFECTIVE DATE: April 17, 1978. 


FOR FURTHER INFORMATION CONTACT: Nelson 
S. Kibler, Assistant Director, Division of Market 
Regulaton, Securities and Exchange Commission, 
Washington, D.C. 20549. (202)755-7610. 


SUPPLEMENTARY INFORMATION: The Securities 
and Exchange Commission today announced the 
adoption of certain amendments to Rule 15c3-1 [17 
CFR 240.15c3-1] (‘‘section 240.15c3-1’’) under the 
Securities Exchange Act of 1934, the uniform net 
capital rule. The amendments, | which become 
effective on April 17, 1978, are basically identical to 
those contained in Securities Exchange Act Release 
No. 13622 (June 13, 1977) [42 FR 31810 (June 23, 
1977)] with minor modifications to Rule 15c3-1(c)(2)- 
(x)(E), which establishes the allocation sequence for 
hedges involving puts, and Rule 15c3-1a(c)(13) and 
(14) which conforms the treatment of a straddle to the 
deduction applied to a listed option under Rule 
15c3-1a(c) (8). 


Statutory Bases, Competitive Consideration and 
Effective Date 


Pursuant to the Securities Exchange Act of 1934 and 
particularly Sections 15(c)(3) and 23(a) thereof, 15 
U.S.C. §§780(c)(3), 78w(a), the Commission amends 
section 240.15c3-1 in part 240 of Chapter II of Title 17 
of the Code of Federal Regulations in the manner set 
forth below, effective April 17, 1978. The Commission 
finds that any burden imposed upon competition by 
the amendments is necessary and appropriate in 
furtherance of the purposes of the Act, and particu- 
larly to implement the Commission’s continuing 
mandate under Section 15(c)(3) thereof, 15 U.S.C. 
§780(c)(3) to provide minimum safeguards with 
respect to financial responsibility of brokers and 
dealers. 





1 Those sections amended or added are 240.15c3-1 (a)- 
(6)(iii)(A); 240.15¢3-1 (c)(2)(x)(A)(8) and (9); 240.15c¢3-1 
(c)(2)(D)(1) and (2); 240.15c¢3-1(c)(2)(x)(E)(1) and (3); 
and 240.15c3-1a(c)(13) and (14). 





Text of Amendments to Section 240.15c3-1 


§240.15c3-1 
dealers. 


Net capital requirements for brokers or 


(a) 
(6) 
(iii) 


(A) An amount equal to 25 percent (5 
percent in the case of exempted securities) 
of the market value of the long positions 
and 30 percent of the market value of the 
short positions; provided, however, in the 
case of long or short positions in options 
and long or short positions in securities 
other than options which relate to a 
bona-fide hedged position as defined in 
paragraph (c)(2)(x)(C) of this section, such 
amount shall equal the deductions in 
respect of such positions specified by 
paragraph (c)(2)(x)(A)(1) -(9) of this section. 


* * * * * 


(x) 
(A) 


{8) In the case of a bona-fide straddle position as 
defined in this paragraph (c)(2)(x), the deduction shal 
be the greater of the deductions which this paragraph 
(c)(2)(x) would require in respect of the call option 
position and the put option if both positions were pure 
long (or short) positions. 


(9) In the case of positions in securities which are not 
part of a bona-fide hedged, spread or straddle 
position as defined in this paragraph (c)(2)(x) and, in 
the case of options, which are not listed on the 
national securities exchange of which such specialist is 
a member, the deduction shall be that set forth in 
paragraph (c)(2)(vi) of this section, or, if such 
securities are options, the deduction shall be that set 
forth in Appendix A (17 CFR 240.15c3-1a) to this 
section. 


(d)(1) For purposes of this paragraph (c)(2)(x), a 
bona-fide spread position shall mean long and short 
positions in the same type (that is, put or call) of 


option contracts for the same number of units of the 
same underlying security. 


(2) For purposes of this paragraph (c)(2)(x), a bona- 
fide straddle position shall mean long put and long call 
(or short put and short call) positions for the same 
number of units of the same underlying security. 


(E) For purposes of applying the deductions required 
by paragraph (A) of this paragraph (c)(2)(x) in respect 
of positions in each such specialist’s market maker 
account, long and short positions in each such account 
shall be allocated in the following sequence: 


(1) Bona-fide hedged positions as defined in para- 
graph (C) of this paragraph (c)(2)(x) shall be 
constituted by first matching long or short positions in 
securities, other than options, against offsetting long 
or short call options positions taken in order of 
increasing exercise value and any remaining long or 
short positions in securities, other than options, 
against offsetting long or short put options positions 
taken in order of decreasing exercise values; provided 
that, in the case of long (or short) options of equal 
exercise value, the option possessing the greatest time 
to expiration shall be matched first. 


(2) set 


(3) Thereafter, bona-fide straddie positions as 
defined in paragraph (D) of this paragraph (c)(2)(x) 
shall be constituted by matching long (or short) call 
options taken in order of increasing exercise values 
against offsetting long (or short) put options taken in 
order of decreasing exercise values; provided, that in 
the case of long (or short) call (or put) options of equal 
exercise value, the option possessing the greatest time 
to expiration shall be matched first. 


(4) Thereafter, long or short positions not atlocated 
pursuant to paragraphs (1), (2) or (3) above shall be 
treated in manner prescribed by paragraphs (A), 
(A)(1) or (A)(9) of this paragraph (c)(2)(x). 


* * * * 


§240.15c3-1a Options (Appendix A to 17 CFR 
240.15c3-1). 


(c) zs * 


(13) Certain Straddie Positions. Where a broker or 
dealer is long a listed call and is also long a listed put 
for the same underlying security, the deduction shall 
be the greater of (i) the deduction resulting from 
application of paragraph (c)(8) of this Appendix A to 
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the long call; or (ii) the deduction resulting from 
application of the same paragraph to the long put. 


(14) Where a broker or dealer is short a listed call 
and is also short a listed put for the same underlying 
security, the deduction, after application of the adjust- 
ments required by paragraph (a) of this Appendix A, 
shall be the greater of (i) the deduction resulting from 
the application of paragraph (c)(1) of this Appendix A t 
the short call, or (ii) the deduction resulting from the 
application of paragraph (c)(2) of this Appendix A to 
the short put. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14539/ March 7, 1978 


NOTICE OF PROPOSED RULE CHANGE BY 
AMERICAN STOCK EXCHANGE, INC. 


File No. SR-Amex-78-4 


The American Stock Exchange, Inc. submitted on 
March 2, 1978, a proposed rule change under Rule 
19b-4 to eliminate the initial and maintenance capital 
requirements of $75,000 and $52,000, respectively, 
applicable to registered traders in equity securities. 


Publication of the submission is expected to be made 
in the Federal Register during the week of March 13, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or 
institute proceedings to determine whether the pro- 
posed rule change should be disapproved, interested 
persons are invited to submit written data, views and 
arguments concerning the submission within 21 days 
from the date of publication in the Federal Register. 
Persons desiring to make written comments should file 
six copies thereof with the Secretary of the Commis- 
sion, Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-Amex-78-4. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the pro- 
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posed rule change which are filed with the Com- 
mission, and of all written communications relating to 
the proposed rule change between the Commission 
and any person, other than those which may be with- 
held from the public in accordance with the pro- 
visions of 5 U.S.C. §552, will be available for 
inspection and copying at the Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory organiza- 
tion. 


For the Commission, by the Division of Market Regu- 
lation pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14540/ March 8, 1978 


The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange 
Act of 1934 (‘‘Exchange Act’’) the single ten day 
suspension of exchange and over-the-counter trading 
for the period commencing at 9:30 a.m. (EST) on 
March 8, 1978 and terminating at midnight (EST) on 
March 17, 1978 of the securities of the following 
issues: 


Boston and Albany Railroad Company 

Carthage and Adirondack Railroad Company 

Cleveland-Cincinnati-Chicago & St. Louis Railway 
Company 

Cleveland & Pittsburgh Railroad Company 

Connecting Railway Company 

Delaware Railroad Company 

Erie & Pittsburgh Railroad Company 

Kanawha & Michigan Southern Railroad Company 

Lake Shore & Michigan Southern Railroad Company 

Little Miami Railroad Company 

Mahoning Coal Railroad Company 

Michigan Central Railroad Company 

Mohawk & Malone Railroad Company 

New York Central Railroad Company 

New York Central & Hudson River Railroad Company 

New York Connecting Railroad Company 

New York & Harlem Railroad Company 

New York & Putnam Railroad Company 

Northern Central Railway Company 

Penn Central Company 





Penn Central Transportation Company 

Pennsylvania Railroad Company 

Peoria & Eastern Railway Company 

Philadelphia, Baltimore & Washington Railroad 
Company 

Philadelphia & Trenton Railroad Company 

Pittsburgh, Cincinnati, Chicago & St. Louis Railroad 
Company 

Pittsburgh, Fort Wayne & Chicago Railway Company 

Pittsburgh, Youngstown & Ashtabula Railway 
Company 

United New Jersey Railroad & Canal Company 

West Shore Railroad Company 

New York-New Haven and Hartford Railroad Company 


The Commission ordered the suspension of trading in 
the securities of the aforementioned companies at the 
request of these companies pending announcement by 
the United States District Court for the Eastern 
District of Pennsylvania of the decision of such Court 
with respect to the proposed plans of reorganization of 
Penn Central Transportation Company and certain 
affiliates. The Commission cautions broker-dealers, 
shareholders and prospective purchasers that they 
should carefully consider the foregoing information 
along with all other currently available information 
and any information subsequently issued by the 
company. 


Furthermore, brokers and dealers should be alert to 
the fact that, pursuant to Rule 15c2-11 under the 
Exchange Act, at the termination of the trading 
suspension no quotation may be entered unless and 
until they have strictly complied with all of the pro- 
visions of said rule. If any broker or dealer has any 
questions as to whether or not he has complied with 
said ryle, he should not enter any quotation but 
immediately contact the staff of the Division of 
Enforcement in Washington, D.C. If any broker or 
dealer is uncertain as to what is required by Rule 
15c2-11, he should refrain form entering quotations 
relating to the securities in question until such time as 
he has familiarized himself with said rule and is 
certain that all of its provisions have been met. If any 
broker or dealer enters any quotation which is in 
violation of said rule, the Commission will consider the 
need for prompt enforcemieni action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14541/March 8, 1978 


The Securities and Exchange Commission has ordered 
public administrative proceedings pursuant to the 


Securities Exchange Act of 1934 (‘‘Exchange Act’’) 
against New South Securities, Inc. (‘‘Registrant’’) 
Dallas, Texas to determine whether the firm’s 
registration as a broker-dealer should be suspended 
and against Registrant, Lowell A. Olsen, Rockwall, 
Texas, president of Registrant, and three salesmen of 
Registrant, George Covington, Dallas, Texas, Charles 
Oliver, Rockwall, Texas, and Gary Wilson, Arlington, 
Texas, to determine whether it is appropriate for 
remedial sanctions to be imposed. 


The proceedings are based upon allegations that the 
respondents offered and sold certain securities, 
namely, limited partnership interests in oil and gas 
leases, to the public in violation of the registration 
provisions of the Securities Act of 1933 (‘‘Securities 
Act’’) and the antifraud provisions of the Securities 
Act and the Exchange Act through the use of false and 
misleading statements and omissions to state material 
facts concerning a control relationship between the 
Registrant and issuers whose securities were being 
sold by the Registrant. In addition, it is alleged that 
Registrant, aided and abetted by Respondent Olsen, 
violated the net capital provisions promulgated under 
the Exchange Act, as well as the books and records 
provisions of said Act. 


A hearing has been scheduled for March 7, 1978, at 
Dallas, Texas, to determine if the registration of 
Registrant should be suspended. Moreover, a 
reconvened hearing will be scheduled by further order 
to take evidence on the staff’s allegations and to afford 
the respondents an opportunity to offer any defenses 
thereto, for the purpose of determining what remedial 
sanctions, if any, should be ordered by the Com- 
mission. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14542/March 8, 1978 


An order has been issued granting the application 
submitted by the American Stock Exchange, Inc. to 
strike from listing and registration the Common Stock 
(Par Value $1.00) of General Recreation, Inc. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14543/March 8, 1978 
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An order has been issued granting the application 
submitted by the Pacific Stock Exchange, Inc. to strike 
from listing and registration the following securities of 
Halicraft Homes, Inc.: Common Stock (No Par Value) 
and 5-3/4% Convertible Subordinated Debentures, 
Due 1996. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14544/ March 8, 1978 


The Securities and Exchange Commission has ordered 
public administrative proceedings under the Securities 
Act of 1934, as amended (‘‘Exchange Act’’), against 
Midwest Securities Co., (‘‘Midwest’’) and Arthur 
Bruce Weichelt of Chicago, Illinois and Howard 
Herndon Percy of St. Louis, Missouri. 


The proceedings are based upon allegations of the 
Commission’s staff that the respondents violated the 
antifraud provisions of the Securities Act of 1933 and 
the Exchange Act in the offer and sale of municipal 
bonds while acting as underwriter to. various munici- 
palities in certain revenue refunding bond issues. The 
order for proceedings alleges that Weichelt and Percy 
aided and abetted Midwest in violating the antifraud 
provisions of the Securities Act and Exchange Act by 
utilizing an interim financing and immediate refunding 
scheme to circumvent the effect of an Illinois Statute 
that limited the net cost that could be paid by a 
municipality in the sale of its bond issues. The Order 
alleges that pursuant to the scheme Midwest 
purchased an interim revenue bond at a discount such 
that the net interest cost to the issuing municipality 
did not exceed the statutory interest rate and then 
immediately either exchanged the aforesaid revenue 
bonds at par for refunding bonds issued at the 
Statutory interest rate, or caused the municipality to 
issue refunding bonds at par at the statutory interest 
rate with the proceeds from such sale deposited in an 
escrow account subsequent to which Midwest sold the 
refunding issue and presented the aforesaid revenue 
bond to the escrow agent for redemption at par. 


The Order also alleges that Midwest, Weichelt and 
Percy distributed offering circulars that failed to 
disclose the aforementioned scheme. 


A hearing will be scheduled by further order to take 
evidence on the staff allegations and to afford the 
respondents an opportunity to offer any defense 
thereto, for the purpose of determining whether the 
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allegations are true and if so, whether any action of a 
remedial nature should be ordered by the Commis- 
sion. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14545/ March 9, 1978 


Administrative Proceeding File No. 3-5368 

In the Matter of 

HARMAN INTERNATIONAL INDUSTRIES, INC. 
Application pursuant to Section 12(h) 


The Securities and Exchange Commission has issued a 
notice giving interested persons until March 27, 1978 
to request a hearing on an application of Harman 
International Industries, Inc. (the ‘‘Applicant’’), a 
wholly owned subsidiary of Beatrice Foods Company, 
pursuant to Section 12(h) of the Securities Exchange 
Act of 1934 for an order exempting the Applicant from 
filing an Annual Report on Form 10-K for the fiscal 
year ended August 31, 1977, as required by Section 
15(d) of that Act. 


Harman International Industries, Inc. was merged into 
HarInt Corporation, a wholly owned Delaware sub- 
sidiary of Beatrice Foods Company on August 1, 1977. 
As a result of the merger, all of the Applicant’s issued 
and outstanding shares of common stock were con- 
verted into Beatrice Foods Company shares. There is 
no longer any trading in the Applicant’s stock. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14546/March 9, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE NEW YORK STOCK EXCHANGE, INC. 


File No. SR-NYSE-78-12 


The New York Stock Exchange, Inc. (‘‘NYSE’’) sub- 
mitted on February 23, 1978 a proposed rule change 


~ 





under Rule 19b-4 to provide investors with a simple 
and inexpensive procedure for the arbitration of' small 
claims against member firms. The proposed rule 
would provide for determination by a single arbitrator 
knowledgeable in securities matters of disputes 
between brokerage firms and customers involving 
amounts not exceeding $2,500. 


Publication of the terms of substance of the sub- 
mission is expected to be made in the Federal Register 
during the week of March 13, 1978. In order to assist 
the Commission to determine whether to approve the 
proposed rule change or institute proceedings to 
determine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views, and arguments concerning 
the submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written submissions should file six copies 
thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-NYSE-78-12. 


Copies of the submission and all subsequent amend- 
ments, and copies of all written statements with 
respect to the proposed rule change which are filed 
with the Commission and all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of section 552 of title 5, United States 
Code, will be available for inspection and copying at 
the Securities and Exchange Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory organi- 
zation. 


For the Commission by the Division of Market Regu- 
lation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14547/March 9, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE AMERICAN STOCK EXCHANGE, INC. 


File No. SR-AMEX-78-7 


The American Stock Exchange, Inc. (‘‘Amex’’) sub- 
mitted on February 24, 1978 a proposed rule change 
under Rule 19-4 to provide investors with a simple and 
inexpensive procedure for the arbitration of small 
claims against member firms. The proposed rule 
would provide for determination by a single arbitrator 
knowledgeable in securities matters of disputes 
between brokerage firms and customers involving 
amounts not exceeding $2,500. 


Publication of the terms of substance of the sub- 
mission is expected to be made in the Federal Register 
during the week of March 13, 1978. In order to assist 
the Commission to determine whether to approve the 
proposed rule change or institute proceedings to 
determine whether the proposed rule change should 
be disapproved, interested persons are invited to 
submit written data, views, and arguments concerning 
the submission within 21 days from the date of publi- 
cation in the Federal Register. Persons desiring to 
make written submissions should file six copies 
thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-AMEX-78-7. 


Copies of the submission and all subsequent amend- 
ments, and copies of all written statements with 
respect to the proposed rule change which are filed 
with the Commission and all written communications 
relating to the proposed rule change between the 
Commission and any person, other than those which 
may be withheld from the public in accordance with 
the provisions of section 552 of title 5, United States 
Code, will be available for inspection and copying at 
the Securities and Exchange Commission’s Public 
Reference Room, 1100 L Street, N.W., Washington, 
D.C. Copies of the filing and of any subsequent 
amendments will also be available at the principal 
office of the above-mentioned self-regulatory organi- 
zations. 


For the Commission by the Division of Market Regu- 
lation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20431/March 3, 1978 


In the Matter of 


NORTHEAST UTILITIES 
174 Brush Hill Avenue 
West Springfield, Massachusetts 01089 


(70-6120) 


NOTICE OF ISSUANCE AND SALE OF COMMON 
STOCK PURSUANT TO A DIVIDEND REINVEST- 
MENT PLAN 


392/SEC DOCKET 


NOTICE IS HEREBY GIVEN that Northeast Utilities 
(‘‘Northeast’’), a registered holding company, has 
filed an application-declaration with this Commission 
pursuant to the Public Utility Holding Company Act of 
1935 (‘‘Act’’), designating Sections 6(a) and 7 of the 
Act and Rule 50(a)(5) promulgated thereunder as 
applicable to the proposed transaction. Interested 
persons are referred to the application-declaration, 
which is summarized below, for a complete statement 
of the proposed transaction. 


Pursuant to Commission order dated March 25, 1977 
(HCAR No. 19961), Northeast has been authorized to 
issue and sell up to 3,000,000 of its authorized but 
unissued common shares, par value $5 per share, 
pursuant to its Dividend Reinvestment and Common 
Share Purchase Plan adopted in 1974 (‘‘Plan’’). As of 
February 1, 1978, Northeast had issued and sold 
2,474,637 of its authorized common shares pursuant to 
the Plan. 


Northeast proposes to issue and sell from time to time 
up to April 15, 1979, the 525,363 shares remaining 
from the 3,000,000 shares previously authorized, plus 
a maximum of 1,000,000 additional authorized but 
unissued shares (‘‘Additional Common Shares’’). The 
purchase price for the 525,363 shares remaining from 
those previously authorized and for the Additional 
Common Shares will be the average of the closing 
sales prices for common shares during the fifteen 
trading days immediately preceding the dividend pay- 
ment date. 


As of February 1, 1978, the proceeds from the sale of 
shares pursuant to the Plan had been applied to the 
repayment of short-term borrowings incurred for 
capital contributions or advances to Northeast’s 
subsidiaries to finance the cost of the continuing con- 
struction program of the Northeast Utilities System. 

The proceeds from the sale of the balance of the Addi- 
tional Common Shares (estimated at approximately 
$16,016,311, assuming all of the remaining 1,525,363 
Additional Common Shares are sold at a price of 
$10.50 per share) will also be applied to the repayment 
of short-term borrowings incurred for capital contri- 
butions or advances to Northeast’s subsidiaries to 
finance the cost of the continuing construction 
program of the Northeast Utilities System. 


A statement of the fees, commissions and expenses to 
be incurred in connection with the proposed trans- 
action will be filed by amendment. It is stated that no 
state commission and no federal commission, other 


than this Commission, 
proposed transaction. 


has jurisdiction over the 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 27, 1978, request in 





writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such 
request, and the issues of fact or law raised by the 
filing which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the applicants-declarants at the above-stated address, 
and proof of service (by affidavit or, in case of an 
attorney at law, by certificate) should be filed with the 
request. At any time after said date, the application- 
declaration, as filed or as it may be amended, may be 
granted and permitted to become effective as provided 
in Rule 23 of the General Rules and Regulations 
promulgated under the Act, or the Commission may 
grant exemption from such rules as provided in Rules 
20(a) and 100 thereof or take such other action as it 
may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is ordered 
will receive any notices or orders issued in this matter, 
including the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20432/ March 6, 1978 


In the Matter of 


MIDDLE SOUTH UTILITIES, INC. 
225 Baronne Street 
New Orleans, Louisiana 70112 


(70-5840) 


NOTICE OF POST-EFFECTIVE AMENDMENT RE- 
GARDING ISSUANCE AND SALE OF COMMON 
STOCK PURSUANT TO A DIVIDEND REINVEST- 
MENT AND STOCK PURCHASE PLAN 


NOTICE IS HEREBY GIVEN that Middle South Utili- 
ties, Inc. (‘‘Middle South’’), a registered holding 
company, has filed with this Commission a 
post-effective amendment to the declaration in this 
proceeding pursuant to Sections 6(a) and 7 of the 
Public Utility Holding Company Act of 1935 (‘‘Act’’) 
and Rule 50(a)(1) promulgated thereunder as 
applicable to the following proposed transaction. All 
interested persons are referred to the amended de- 
claration, which is summarized below, for a complete 
statement of the proposed transaction. 


By order in this proceeding dated May 20, 1976 
(HCAR No. 19538), Middle South was authorized to 
issue and sell from time to time through June 30, 
1981, a maximum of 1,000,000 shares of its authorized 
but unissued common stock, $5 par value, 
(‘‘Additional Stock’’), pursuant to a Dividend 
Reinvestment and Stock Purchase Pian (‘‘Plan’’). 
Middle South has issued and sold 281,392 of the 
1,000,000 shares so authorized. 


In order to encourage investment in the Plan, Middle 
South now proposes to amend the Plan to (1) allow in- 
vestment of all or a portion rather than exclusively all 
of the dividends declared and paid on a participant’s 
common stock, (2) provide for monthly rather than ex- 
clusively quarterly investments of optional cash pay- 
ments, subject to the existing limitation of not less 
than $25 per payment nor more than $5,000 per 
quarter, (3) facilitate participation, by special 
authorization form, in the Plan by record holders on 
behalf of certain beneficial owners who have not been 
able to participate due to legal requirements relating 
to possession of assets, including securities holdings, 
and (4) remove the requirement that optional cash 
payments be applied to the purchase of Additional 
Stock only to the extent that Additional Stock is 
offered to and not purchased by holders of shares of 
common stock with their cash dividends. The restric- 
tion discussed in (4) is no longer necessary because 
the shareholders of Middle South at its 1977 Annual 
Meeting approved an exclusion from the preemptive 
rights provision in Middle South’s Restated Articles of 
Incorporation for an offering pursuant to a dividend 
reinvestment and stock purchase plan open to all 
shareholders. 


The amended declaration states that no state commis- 
sion and no federal commission, other than this 
Commission, has jurisdiction over the proposed trans- 
action. Middle South has requested that the issuance 
and sale of the Additional Stock be excepted from the 
competitive bidding requirements of Rule 50 pursuant 
to paragraph (a)(5) thereof. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 31, 1978, request in 
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writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such 
request, and the issues of fact or law raised by said 
post-effective amendment to the declaration which he 
desires to controvert; or he may request that he be 
notified if the Commission should order a hearing 
thereon. Any such request should be addressed: 
Secretary, Securities and Exchange Commission, 
Washington, D.C. 20549. A copy of such request 
should be served personally or by mail upon the 
declarant at the above-stated address, and proof of 
service (by affidavit or, in case of an attorney at law, 
by certificate) should be filed with the request. At any 
time after said date, the declaration, as now amended 
or as it may be further amended, may be permitted to 
become effective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, or 
the Commission may grant exemption from such rules 
as provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20433/March 6, 1978 


In the Matter of 


ALLEGHENY POWER SYSTEM, INC. 
320 Park Avenue 
New York, New York 10022 


MONONGAHELA POWER COMPANY 
1310 Fairmont Avenue 
Fairmont, West Virginia 26554 


THE POTOMAC EDISON COMPANY 
Downsville Pike 
Hagerstown, Maryland 21740 
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WEST PENN POWER COMPANY 
Cabin Hill 
Greensburg, Pennsylvania 15601 


(70-6122) 


NOTICE OF PROPOSED ISSUANCE AND SALE OF 
COMMON STOCK BY SUBSIDIARIES AND ACQUI- 
SITION THEREOF BY PARENT HOLDING COM- 
PANY; CAPITAL CONTRIBUTIONS BY HOLDING 
COMPANY TO ANOTHER SUBSIDIARY 


NOTICE IS HEREBY GIVEN that Allegheny Power 
System, Inc. (‘‘Allegheny’’), a registered holding 
company, and three of its public utility subsidiary 
companies, Monongahela Power Company (‘‘Mon- 
ongahela’’), The Potomac Edison Company (‘‘Potomac 
Edison’’) and West Penn Power Company (‘‘West 
Penn’’), have filed an application-declaration with this 
Commission pursuant to the Public Utility Holding 
Company Act of 1935 (‘‘Act’’), designating Sections 6, 
7, 9, 10 and 12 of the Act and Rule 50(a)(3) pro- 
mulgated thereunder as applicable to the proposed 
transaction. All interested persons are referred to the 
application-declaration, which is summarized below, 
for a complete statement of the proposed transaction. 


Monongahela, upon amendment of its charter to 
increase the number of authorized common shares 
from 2,960,000 to 3,960,000 shares, proposes to issue 
and sell from time to time through December 31, 1978, 
up to 400,000 shares of such stock to Allegheny for 
total cash consideration of $20,000,000. 


Potomac Edison, upon amendment of its charter to 
increase the number of authorized common shares 
from 6,875,000 to 8,125,000 shares, proposes to issue 
and sell from time to time through December 31, 1978, 
up to 1,500,000 of such shres to Allegheny for an 
aggregate cash consideration of $30,000,000. 


Allegheny also proposes to make capital contributions 
aggregating not more than $25,000,000 to West Penn 
through December 31, 1978. 


The net proceeds of the issuance and sale of common 
stock by Monongahela and Potomac Edison and of the 
cash capital contributions to West Penn will be used 
by each of them for their respective construction 
programs. For the year 1978 construction expendi- 
tures, in the case of Monongahela are estimated at $89 
million, $89 million in the case of Potomac Edison, and 
$140 million in the case of West Penn. 


Allegheny proposes to obtain the additional funds 
necessary to purchase the aforesaid common stock of 





= 


Monongahela and Potomac Edison and to make cash 


' capital contributions to West Penn from internal cash 


generation, authorized short-term borrowings (HCAR 
No. 20185) and the issuance and sale of such other 
securities as may be authorized by this Commission 
and other regulatory authorities having jurisdiction. 
As of February 1, 1978, Allegheny had no short-term 
borrowings and no commercial paper outstanding. 


The fees, commissions and expenses to be incurred in 
connection with the proposed transactions are 
estimated at $5,500. The issuance of common stock by 
Monongahela is subject to the jurisdiction of the West 
Virginia Public Service Commission and the Ohio 
Public Utilities Commission. The issuance of common 
stock by Potomac Edison is subject to the jurisdiction 
of the Maryland Public Service Commission, the 
Virginia State Corporation Commission and the West 
Virginia Public Service Commission. The acquisition 
of the Potomac Edison common stock by Allegheny is 
subject to the jurisdiction of the Maryland Public 
Service Commission. The capital contributions to 
West Penn are considered to be approved by the 
Pennsylvania Public Utility Commission unless such 
Commission expressly disapproves the proposed 
transaction. 

NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 30, 1978, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such 
request, and the issues of fact or law raised by the 
filing which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549. A copy ::' such re- 
quest should be served personally or by mz.il upon the 
applicants-declarants at the above-stated ««dress, and 
proof of service (by affidavit or, in case of an attorney 
at law, by certificate) should be filed with the request. 
At any time after said date, the application-declara- 
tion, as filed or as it may be amended, may be granted 
and permitted to become effective as provided in Rule 
23 of the General Rules and Regulations promulgated 
under the Act, or the Commission may grant 
exemption from such rules as provided in Rules 20(a) 
and 100 thereof or take such other action as it may 
deem appropriate. Persons who request a hearing or 
advice as to whether a hearing is ordered will receive 
any notices or orders issued in this matter, including 
the date of the hearing (if ordered) and any postpone- 
ments thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20434/March 6, 1978 


In the Matter of 


ALABAMA POWER COMPANY 
Birmingham, Alabama 


(70-6112) 


ORDER AUTHORIZING ISSUANCE AND SALE OF 
FIRST MORTGAGE BONDS AT COMPETITIVE 
BIDDING 


Alabama Power’ Company (‘‘Alabama’’), a public- 
utility subsidiary company of The Southern Company, 
a registered holding. company, has filed an application 
and an amendment thereto with this Commission 
pursuant to Section 6bib) of the Public Utility Holding 
Company .Act...of.:4935: {‘‘Act’’) and Rule 50 pro- 
mulgated. thereunder regarding the following proposed 
—— 


Alabama rere te tiene and sell, subject to the 
competitive bidditig requirements of Rule 50 under the 
Act, $100,000,000 principal amount of its First 
Mortgage. Borids’of a:tiew series having a term of not 
less than five nob rors than 30 years. Alabama will 
determine and give. ‘fotice to prospective bidders of 
the term of the new bonds not less than 72 hours prior 
to the time of bidding. The interest rate of the bonds 
and the price, exclusive of accrued interest, to be paid 
to Alabama, which will be not less than 98% nor more 
than 101-%4% of the principal amount thereof, will be 
determined by competitive bidding. 


The new bonds will be issued under the Indenture 
dated as of January 1, 1942, between Alabama and 
Chemical Bank, as Trustee, as heretofore supple- 
mented by various indentures supplemental thereto 
and as to be further supplemented by a Supplemental 
Indenture to be dated as of March 1, 1978. The bonds 
will be redeemable, at the option of Alabama, in whole 
or in part at any time prior to maturity. The supple- 
mental indenture will include a prohibition, for a 
period of not more than five years, against refunding 
the bonds, directly or indirectly, with funds borrowed 
at a lower effective interest cost. 


Alabama intends to use the proceeds from the sale of 
the new bonds, along with other funds, in financing its 
1978 construction costs, estimated at November 18, 
1977, to be $494,390,000, in paying a portion of notes 
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payable incurred for such purpose, and in retiring 
$10,345,000 principal amount of first mortgage bonds. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at 
$360,000, including legal fees of $45,000 and 
accountants’ fee of $8,250. The fee of counsel for the 
underwriters is estimated at $17,500 and is to be paid 
by the successful bidders. The issuance and sale of 
the new bonds have been expressly authorized by the 
Alabama Public Service Commission. No other state 
or federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


Due notice of the filing of said application has been 
given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 20405), and no 
hearing has been requested of or ordered by the Com- 
mission. Upon the basis of the facts in the record, it is 
hereby found that the applicable standards of the Act 
and the rules thereunder are satisfied and that no 
adverse findings are necessary; and that it is appro- 
priate in the public interest and in the interest of 
investors and consumers that said application, as 
amended, be granted: 


IT iS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be, and it hereby is, granted, effective 
forthwith, subject to the terms and conditions 
prescribed in Rules 24 and 50 promulgated under the 
Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20435/ March 6, 1978 


In the Matter of 


JERSEY CENTRAL POWER & LIGHT COMPANY 
Morristown, New Jersey 
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(70-5983) 


SUPPLEMENTAL ORDER AUTHORIZING EXTEN- 
SION OF TIME FOR AMENDMENT OF FIRST 
MORTGAGE INDENTURE 


Jersey Central Power & Light Company (‘‘Jersey 
Central’’), an electric utility subsidiary company of 
General Public Utilities Corporation, a registered 
holding company, has filed with this Commission a 
post-effective amendment to its declaration previously 
filed and amended in this matter pursuant to Sections 
6(a), 7 and 12(e) of the Public Utility Holding 
Company Act of 1935 (‘‘Act’’) and Rules 24(c), 62 and 
65 promulgated thereunder regarding the following 
proposed transaction. 


By order dated August 31, 1977 (HCAR No. 20155), 
this Commission authorized Jersey Central to solicit 


(‘‘New Jersey’’) concerning an amendment to the New 
Jersey Mortgage Indenture and, subject to obtaining 
the consent of the holders of the requisite principal 
amount of its outstanding Bonds (75%), to enter into a 
supplemental indenture effecting such amendment not 
later than December 31, 1977. 


By post-effective amendment filed in this proceeding 
Jersey Central states that it now expects to have the 
requisite consents by the time of the next adjourned 
meeting of bondholders scheduled for March 16, 1978, 


or shortly thereafter. Jersey Central accordingly 
requests that the time within which it be permitted to 
enter into such supplemental indenture be extended 
until April 30, 1978. 


There are no additional fees or expenses to be 
incurred in connection with the proposed transaction. 
The New Jersey Board of Public Utility Commissioners 
has authorized the proposed transaction. No other 
state commission and no federal commission, other 
than this Commission, has jurisdiction over the 
proposed transaction. 


Upon the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and the 
rules thereunder are satisfied and that no adverse 
findings are necessary; and that it is appropriate in the 
public interest and in the interest of investors and 
consumers that said declaration, as amended by said 
post-effective amendment, be permitted to become 
effective: 





IT IS ORDERED, pursuant to the applicable provisions 


, of the Act and rules thereunder, that said declaration, 


as amended by said post-effective amendment, be, 
and it hereby is, permitted to become effective forth- 
with, subject to the terms and conditions prescribed in 
Rules 24 and 62 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20436/ March 6, 1978 


In the Matter of 


OHIO POWER COMPANY 
Canton, Ohio 


(70-6110) 


ORDER AUTHORIZING ISSUANCE AND SALE AT 
COMPETITIVE BIDDING OF FIRST MORTGAGE 
BONDS AND PREFERRED STOCK, AND DENYING 
REQUEST FOR HEARING 


Ohio Power Company (‘‘Ohio’’), an electric utility 
subsidiary company of American Electric Power Com- 
pany, Inc. (‘‘AEP’’), a registered holding company, 
has filed with this Commission an application and 
amendments thereto pursuant to Section 6(b) of the 
Public Utility Holding Company Act of 1935 (‘‘Act’’) 
and Rule 50 promulgated thereunder regarding the 
following proposed transactions. 


Ohio proposes to issue and sell, subject to the com- 
petitive bidding requirements of Rule 50 under the 
Act, up to $38,000,000 aggregate principal amount of 
its first mortgage bonds of a new series (‘‘Bonds’’), 
having a maturity date of March 1, 2008. The interest 
rate (which will be expressed in a multiple of 1/8 of 
1%) and the price to be paid to Ohio for the Bonds 


(which shall not be less than 99%, and shall not 
exceed 102%4%) will be determined by competitive 
bidding. None of the Bonds may be redeemed prior to 
March 1, 1983, if such redemption is for the purpose 
of refunding such Bond through the use, directly or 
indirectly, of borrowed funds at an effective interest 
cost less than the effective interest cost of the Bonds. 


Ohio also proposes to issue and sell at competitive 
bidding up to 1,600,000 shares of a new series of its 
cumulative preferred stock (‘‘Preferred Stock’’), par 
value $25 per share. The price to be paid to Ohio shall 
be $25 per share, $40,000,000, which shall also be the 
price at which the Preferred Stock shall be initially 
offered to the public. The amount per share to be paid 
by Ohio as compensation to the purchasers and the 
dividend rate (which will be expressed as a multiple of 
$0.1) will be determined by competitive bidding. 
None of the shares of the Preferred Stock may be 
redeemed prior to March 1, 1983, if such redemption 
is for the purpose of refunding such stock, directly or 
indirectly, through the incurring of debt or the 
issuance of stock ranking equally with or prior to the 
Preferred Stock at an effective interest cost or effective 
dividend cost less than the effective dividend cost of 
the Preferred Stock.. 


The new Bonds are to be issued pursuant to Ohio’s 
First Mortgage Indenture, dated October 1, 1938, as 
amended and supplemented. The supplemental 
indenture securing the new Bonds will, however, not 
include a restriction in the existing indenture on the 
use, as bondable additions, of property subject to prior 
liens if the aggregate amount of prior liens exceed 
15% of the total amount of bonds authenticated under 
the first mortgage and it will substitute a requirement 
that annual expenditures for repairs, maintenance and 
replacements, or certain adjustments in lieu thereof, 
will be 2.90% of net depreciable property unless a 
different percentage is authorized or approved by this 
Commission under the Act, for the present indenture 
requirement based on 15% of base operating 
revenues, as defined, or 2.25% of plant whichever is 
greater. 


These changes will not be operative as long as bonds 
issued under the prior provisions are outstanding, 
unless the indenture is amended with respect to them 
in the manner prescribed therein. Ohio may seek such 
amendments at some time in the future and owuld 
require separate authorization under the Act for that 
purpose. The effect of including the revised terms in 
the new supplemental indenture is to make it un- 
necessary to secure the consent of the holders of the 
new Bonds to such an amendment. 


It is stated that the substantial increases experienced 
in recent years in the costs of fossil fuel used in Ohio’s 
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fossil fuel elecrtric generating stations, and the 
resulting effect upon Ohio’s operating revenues, have 
caused the 15% of base revenue formula to produce 
excessive and unrealistic provisions for maintenance. 
The Commission’s statement of policy on First 
Mortgage Bonds did not endorse the use of a 
percentage of revenues test, and relies on a formula 
based on depreciable property. Ohio’s modification is 
consistent with that requirement. 


Ohio is to receive a cash contribution to its common 
equity of $20,000,000 from its parent AEP before 
selling the Preferred Stock or Bonds. This contri- 
bution has already been authorized by order of this 
Commission on January 5, 1978 (HCAR No. 20365). 
The sale of the Preferred Stock and of the Bonds are 
independent transactions, and are not dependent on 
the issuance and sale of both. 


The proceeds from the sale of the Bonds, together 
with other funds available to Ohio, will be used to pay 
at maturity the $38,232,000 principal amount of Ohio’s 
First Mortgage Bonds, 3% Series due April 1, 1978. 
The proceeds from the sale of the Preferred Stock will 
be used to repay unsecured short-term indebtedness 
and to reimburse Ohio’s treasury for expenditures 
incurred in connection with its construction program. 
As of December 30, 1977, Ohio had approximately 
$108,107,000 principal amount of unsecured short- 
term debt outstanding, and it is anticipated that at the 
time of the issuance and delivery of the Bonds and 
Preferred Stock approximately $125,000,000 principal 
amount of such unsecured short-term debt will be 
outstanding. Ohio estimates its 1978 construction 
costs will be approximately $203,000,000 (exclusive of 
construction costs of its generating subsidiary). 


The consolidated capitalization of Ohio and its gener- 
ating subsidiary at September 30, 1977, and pro forma 
is shown in the following table. 


(In Millions) 
Long-term debt $1,395 53.1% $1,483! 54.6% 
Short-term debt 76 2.9% 16 0.6% 
Deferred taxes 55 2.1% 55 2.0% 
Preferred stock 278 10.5% 318 11.7% 
Common Equity 825 31.4% 845 31.1% 





Total $2,629 100.0% $2,717 100.0% 











1 Pro forma adjustments reflect the proposed 
financing, $50 million of pollution control obligations 
issued in December 1977, and application of the 
proceeds to the maturing bonds and short-term debt. 
The additional short-term . . .(line not readable) 
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The fees and expenses to be incurred in connection 
with the proposed transactions are estimated at 
$238,716, including printing expenses of $99,000, 
trustee’s fees of $16,850, and legal fees of $49,000. 
The fees of counsel for the underwriters, to be paid by 
the successful bidders, are estimated at $28,000. The 
Public Utilities Commission of Ohio has authorized the 
proposed transactions. No other state commission and 
no federal commission, other than this Commission, 
has jurisdiction over the proposed transactions. 


Due notice of the filing of the application was pub- 
lished on January 20, 1978 (HCAR No. 20391). A 
supplemental notice (HCAR No. 20408), published 
February 8, 1978, described the changes in the 
supplemental indenture mentioned above, which was 
supplied by amendment to the application and 
extended to March 2, 1978, the date originally set for 
any interested person to request a hearing on the 
application. Registration statements under the 
Securities Act of 1933 have been filed, and solicitation 
of competitive bids from underwriters pursuant to 
Rule 50 is to commence March 6, 1978. 


On February 21, 1978, the Commission received a 
letter, dated February 6, from Michael E. Thurston, 
(‘‘Objector’’), which letter appears to be a request for 
a hearing. Objector, an attorney, accountant and 
engineer states that Ohio and its associate service 
company are indebted to him for services rendered. 
He states that these companies have concealed 
unspecified activities and liabilities which should be 
explored at a hearing. 


The Commission brought an action against AEP and 
its subsidiaries, including Ohio and the service 
company, on March 3, 1978, charging that defendants 
had acquired interests in certain non-utility businesses 
without complying with Sections 9 and 10 of the Act, 
and incurred obligations in these transactions without 
complying with Sections 6 and 7 of the Act, had failed 
to properly report certain of these transactions, and 
committed other related violations of the Act. The de- 
fendants, without admitting or denying the allegations 
in the complaint, have consented to a final order and 
to the appointment of a special auditor to conduct an 
examination of various aspects of those transactions 
and report thereon to the court, this Commission and 
the directors of the defendants. These facts will be 
appropriately disclosed in connection with the sale of 
bonds and preferred stock and have been given due 
consideration in acting upon this application. 


Objector’s changes parallel those developed in the 
Commission’s investigation and are most appropriate- 
ly to be considered in that context. Any information 
he can supply will be welcome. They have little 





bearing on Ohio’s need to refund its maturing bonds 
,or to finance its construction budget. The request for 
» hearing will be denied. 


Upon the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and the 
rules thereunder are satisfied and that no adverse 
findings are necessary; and that it is appropriate in the 
public interest and in the interest of investors and 
consumers that said application, as amended, be 
granted: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be, and it hereby is, granted, uncon- 
ditionally, subject to the terms and conditions pre- 
scribed in Rules 24 and 50 promulgated under the Act; 
and 


IT IS FURTHER ORDERED that the request for a 
hearing be, and it hereby is, denied. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20437/ March 8, 1978 


In the Matter of 


AMERICAN ELECTRIC POWER COMPANY, INC. 
2 Broadway 
New York, New York 10004 


(70-6132) 


NOTICE OF PROPOSAL BY HOLDING COMPANY 
TO ACT AS SURETY FOR SUBSIDIARY COMPANY 


NOTICE IS HEREBY GIVEN that American Electric 
Power Company, Inc. (‘‘AEP’’), a registered holding 
company, has filed a declaration with this Commission 
pursuant to the Public Utility Holding Company Act of 


1935 (‘‘Act’’), designating Sections 12(b) and 12(f) of 
the Act and Rule 45 promulgated thereunder as appli- 
cable to the following proposed transaction. All 
interested persons are referred to the declaration, 
which is summarized below, for a complete statement 
of the proposed transaction. 


AEP proposes to act as surety for its electric utility 
subsidiary company, Appalachian Power Company 
(‘‘Appalachian’’), in connection with a certain 
Appalachian rate proceeding now pending before the 
Public Service Commission of West Virginia (‘‘state 
commission’’). On September 12, 1977, Appalachian 
filed with the state commission new increased rates for 
electric service in West Virginia. By orders dated 
October 7, and November 10, 1977, the state 
commission suspended the increased rates until March 
15, 1978, subject to the posting by Appalachian of an 
appropriate bond to assure the making of appropriate 
refunds to its customers in the event the state 
commission’s final order in the rate proceeding should 
require refunds to be made. The state commission has 
indicated that it would permit AEP to become a surety 
for Appalachian in lieu of Appalachian’s posting of 
the said bond. 


The purpose of the proposed transaction is to enable 
Appalachian, as permitted by West Virginia law, to 
begin applying the new increased rates prior to com- 


pletion of the state commission’s investigation, 


hearing and decision with respect thereto. It is 
expected that the amounts of the bond for the new 
increased rates will not exceed $85,000,000, which is 
equal to the estimated additional annual revenue that 
the new increased rates will provide. In the event that 
the amount of the bond ordered by the state commis- 
sion should exceed this amount, AEP will not execute 
the statutory bond until this Commission has issued a 
further order with respect thereto. It is desired to 
consummate the proposed transaction in order that 
Appalachian might save the cost of obtaining the 
statutory bond, which is estimated to cost approxi- 
mately $65,000 annually. 


The fees and expenses to be paid, including legal fees, 
are estimated as not to exceed $2,500. It is stated that 
aside from the state proceeding described herein, no 
state commission and no federal commission, other 
than this Commission has jurisdiction over the 
proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 31, 1978, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such re- 
quest, and the issues of fact or law raised by said 
declaration which he desires to controvert; or he may 
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request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request should be served personally or by mail 
upon the declarant at the above-stated address, and 
proof of service (by affidavit or, in case of an attorney 
at law, by certificate) should be filed with the request. 
At any time after said date, the declaration, as filed or 
as it may be amended, may be granted and permitted 
to become effective as provided in Rule 23 of the 
General Rules and Regulations promulgated, under 
the Act, or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 thereof 
or take such other action as it may deem appropriate. 
Persons who request a hearing or advice as to whether 
a hearing is ordered will receive any notices and 
orders issued in this matter, including the date of the 
hearing (if ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20438/ March 9, 1978 


In the Matter of 


AMERICAN ELECTRIC POWER COMPANY, INC. 
2 Broadway 
New York, New York 10004 


(70-5943) 


NOTICE OF PROPOSED ISSUANCE AND SALE OF 
STOCK PURSUANT TO DIVIDEND REINVESTMENT 
AND STOCK PURCHASE PLAN 


NOTICE IS HEREBY GIVEN that American Electric 
Power Company, Inc. (‘‘AEP’’), a registered holding 
company, has filed with this Commission a post-effec- 
tive amendment to its declaration previously filed and 
amended in this matter pursuant to the Public Utility 
Holding Company Act of 1935 (‘‘Act’’), designating 


400/SEC DOCKET 


Sections 6(a) and 7 of the Act and Rule 50 promul-. 
gated thereunder as applicable to the proposec 
transaction. All interested persons are referred to the ~ 
declaration, as amended by said post-effective 
amendment, which is summarized below, for a 
complete statement of the proposed transaction. 


By order dated February 8, 1977 (HCAR No. 19879), 
issued in this proceeding, this Commission authorized 
AEP to issue and sell through April 30, 1978, up to 
2,000,000 shares of its authorized but unissued 
common stock pursuant to its Dividend Reinvestment 
and Stock Purchase Plan (‘‘Plan’’) as then in effect. By 
orders dated April 19, 1977, and July 14, 1977 (HCAR 
Nos. 19992 and 20111), this Commission authorized 
certain amendments to the Plan. As of February 10, 
1978, AEP states that 1,052,437 shares had been 
issued and sold pursuant to the Plan, leaving a 
balance of 947,563 and shares available for issuance 
and sale through April 30, 1978. 


By post-effective amendment filed in this proceeding 
AEP requests authority to issue and sell pursuant to 
the Plan 1,000,000 shares of its authorized but 
unissued common stock, in addition to the 947,563 
previously authorized but not heretofore issued and 
sold, and requests that the period within which such 
1,947,563 shares may be issued and sold be extended 
until April 30, 1979. It is stated that the proceeds 
from sale of common stock pursuant to the Plan, 
together with other funds available to AEP, will be 
used to pay AEP’s short-term debt as it matures and 
to make additional investments in or capital contribu- 
tions to AEP’s subsidiaries. 


The Plan basically provides that a participant may (1) 
purchase shares of common stock from AEP quarterly 
by automatically reinvesting cash dividends on all or 
less than all (a specified number) of shares of common 
stock registered in his name, or (2) purchase shares of 
common stock from AEP as often as once a month by 
making optional cash payments up to a maximum of 
$3,000 per calendar quarter, or (3) do both. The price 
of shares purchased with reinvested cash dividends is 
95% of the average of the daily high and low sales 
prices of AEP’s common stock for the five trading days 
ending on the day of purchase. All full-time 
employees of AEP system companies may enroll in the 
Plan to purchase shares of common stock with optional 
cash payments even though they are not registered 
holders of any shares of AEP common stock, and, if 
they wish, may arrange to make optional cash 
payments through regular payroll deductions. The 
minimum monthly deduction is $5 and the maximum is 
10% of regular salary or wages or $1,000, whichever is 
less. No brokerage commissions or service charges 
are paid by participants in connection with purchases 





in the Plan. All costs of administration of the Plan are 
‘paid by AEP. A participant may change his option 
under the Plan at any time. A participant may 
withdraw from the Plan at any time by giving written 
notice to the Agent. Unless the Agent is otherwise 
directed by the participant, upon withdrawal the 
participant receives a certificate for all whole shares 
credited to his account and a cash payment for the 
value of any fractional share. 


The fees and expenses to be incurred in connection 
with the proposed transaction will be supplied by 
amendment. It is stated that no state commission and 
no federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than April 5, 1978, request in 
writing that a hearing be held on such matter stating 
the nature of his interest, the reasons for such 
request, and the issues of fact or law rasied by said 
declaration, as amended by said post-effective amend- 
ment, which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the declarant at the above-stated address, and proof fo 
service (by affidavit or, in case of attorney at law, by 
certificate) should be filed with the request. At any 
time after said date, the declaration, as amended by 
said post-effective amendment, or as it may be further 
amended, may be permitted to become effective as 
provided in Rule 23 of the General Rules and Regu- 
lations promulgated under the Act, or the Commission 
may grant exemption from such rules as provided in 
Rules 20(a) and 100 thereof or take such other action 
as it may deem appropriate. Persons who request a 
hearing or advice as to whether a hearing is ordered 
will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20439/March 9, 1978 


In the Matter of 


JERSEY CENTRAL POWER & LIGHT COMPANY 
Madison Avenue at Punch Bow! Road 
Morristown, New Jersey 07960 


(70-4397) 


NOTICE OF PROPOSED INCREASE IN GUARAN- 
TIES OF LOANS TO A NON-AFFILIATED COAL 
SUPPLIER 


NOTICE IS HEREBY GIVEN that Jersey Central 
Power & Light Company (‘‘Jersey Central’’), an 
electric utility subsidiary company of General Public 
Utilities Corporation, a registered holding company, 
has filed with this Commission a tenth post-effective 
amendment to its declaration previously filed and 
amended in this matter pursuant to the Public Utility 
Holding Company Act of 1935 (‘‘Act’’), designating 
Sections 6(a) and 7 of the Act as applicable to the 
proposed transactions. All interested persons are 
referred to the declaration, as amended by said 
post-effective amendment, which is summarized 
below, for a complete statement of the proposed 
transactions. 


Jersey Central owns, as a tenant in common with six 
other non-affiliated electric utilities, an electric 
generating station known as the Keystone Steam 
Electric Station (‘‘Keystone’’), which is located in the 
vicinity of Johnstown, Pennsylvania. The owners each 
have an interest, proportionate to their ownership, in 
the electric energy output of Keystone. Jersey 
Central’s interest in Keystone is 16.67%. Keystone is 
adjacent to certain coal lands (‘‘Keystone Properties’) 
of Rochester & Pittsburgh Coal Company (‘‘R&P’’), a 
non-affiliated company which is the principal supplier 
of coal for Keystone. 


By orders dated August 1, 1966, April 19, 1972, and 
December 29, 1972 (HCAR Nos. 15533, 17548 and 
17835), this Commission authorized Jersey Central to 
guarantee a portion of certain borrowings made by 
R&P. By order dated February 19, 1976 (HCAR No. 
19394), this Commission authorized certain changes in 
the terms of the guaranty of the loan to R&P. By 
order dated March 24, 1976 (HCAR No. 19441), this 
Commission authorized Jersey Central to consent to 
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the release of certain properties from the lien of the 
mortgage securing the loans to R&P. 


By its tenth post-effective amendment filed in this 
proceeding Jersey Central states that R&P now 
desires to obtain new financing (the ‘‘1978 Loans’’) in 
the amount of $33,000,000, such amount being re- 
quired by R&P to finance the further development and 
equipping of the Keystone Properties, including reim- 
bursement to R&P for expenditures previously made 
by it for such purposes. The 1978 loans are in addition 
to an $8,000,000 loan made in 1973 (the ‘‘1973 Loan’’) 
and are to consist of (1) an $8,000,000 loan bearing 
interest at 834% per annum from Manufacturers 
Hanover Trust Company (‘‘Manufacturers’’), matur- 
ing in amounts of $1,000,000 in the years 1978 and 
1979, $1,500,000 in 1980, $2,000,000 in 1981 and 
$2,500,000 in 1982, and providing for optional 
prepayment without penalty; (2) a $12,500,000 loan 
from Mutual Benefit Life Insurance Company 
(‘Mutual Benefit’) bearing interest at 914% per 
annum, maturing in amounts of $1,000,000 in the 
years 1983 through 1986, $1,500,000 in the years 1987 
through 1990 and $2,500,000 in 1991, and providing 
for prepayment, subject to certain restrictions, at a 
premium commencing at 914% of the principal 
amount in 1983 and declining each year thereafter; 
and (3) a $12,500,000 loan from The Equitable Life 
Assurance Society of the United States, having the 
same interest, maturity and prepayment terms as the 
$12,500,000 loan from Mutual Benefit. The 1978 
Loans will be secured by the mortgage from R&P to 
Manufacturers dated as of July 29, 1966, as 
supplemented and amended, equally and propor- 
tionately with the 1973 Loan. A commitment fee of ¥% 
of 1% per annum of the principal amount of the 1978 
Loans from October 1, 1977, to the date on which the 
loans are made will be paid by R&P to the Lenders. 


In order to maintain R&P as a viable source of coal 
supply for Keystone, the Keystone owners, including 
Jersey Central, propose to guarantee, severally and 
not jointly, in proportion to their respective interests in 
Keystone, payment of the promissory notes of R&P 
evidencing the 1978 Loans. 


It is stated that R&P is considering a transfer of the 
Keystone Properties to a wholly-owned subsidiary (the 
‘*Keystone Subsidiary’’) of R&P to be created for the 
sole purpose of acquiring the Keystone Properties and 
mining coal therefrom for sale to the Keystone 
owners. Under the terms of the 1978 Loan agree- 
ments, upon such transfer the Keystone Subsidiary 
would be required to assume the obligations of R&P 
under the 1978 Loan agreements, the loan agreement 
with respect to the 1973 Loan and the respective notes 
issued pursuant thereto, and R&P would be relieved of 
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its obligations thereunder. The terms of the 1978 Loan 


agreement require that upon such transfer the,’ 


Keystone owners guarantee the obligations of the 
Keystone Subsidiary under the 1978 Loan agreements, 
the 1973 Loan agreement and the respective notes 
issued thereunder on the same basis as the Keystone 
owners had guaranteed the obligations of R&P under 
those documents. 


Such transfer of the Keystone Properties by R&P to 
the Keystone Subsidiary and such guarantee by the 
Keystone owners of the obligations of the Keystone 
Subsidiary is subject to the approval of the Keystone 
owners. Such approval has not been given and Jersey 
Central does not know at this time whether it will be 
given. Jersey Central requests that this Commission 
reserve jurisdiction with respect to a guaranty of the 
obligations of the Keystone Subsidiary. 


The fees and expenses to be incurred by Jersey 
Central in connection with the proposed transactions 
are estimated at $5,000, including legal fees of $3,000. 
It is stated that the Board of Public Utilities of the 
State of New Jersey has jurisdiction over the proposed 
transactions with respect to Jersey Central and two 
other Keystone owners. No other state commission 
and no federal commission, other than this Commis- 
sion, has jurisdiction over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any intersted 
person may, not later than April 4, 1978, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such re- 
quest, and the issues of fact or law raised by said 
declaration, as amended by said post-effective amend- 


ment, which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the declarant at the above-stated address, and proof of 
service (by affidavit or, in case of an attorney at law, 
by certificate) should be filed with the request. At any 
time after said date, the declaration, as amended by 
said post-effective amendment or as it may be further 
amended, may be permitted to become effective as 
provided in Rule 23 of the General Rules and 
Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as 
provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


~. 





.. For the Commission, by the Division of Corporate 
‘Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20440/ March 9, 1978 


In the Matter of 


NATIONAL FUEL GAS SUPPLY CORPORATION 
Oil City, Pennsylvania 


NATIONAL FUEL GAS DISTRIBTUTION CORPORA- 
TION 
Buffalo, New York 


(70-5915) 


ORDER AUTHORIZING ISSUANCE OF SECURITIES 
BY SUBSIDIARY AND ACQUISITION OF SECURI- 
TIES BY SUBSIDIARY IN CONNECTION WITH 
INTRASYSTEM LOAN 


Natioal Fuel Gas Supply Corporation (‘‘Supply’’), and 
National Fuel Gas Distribution Corporation (‘‘Distribu- 
tion’’), non-utility subsidiaries of National Fuel Gas 
Company (‘‘National’’), a registered holding company, 
have filed post-effective amendments to an applica- 
tion-declaration previously filed with this Commission 
pursuant to Sections 6(a), 7, 9(a), 10, 12(b) and 12(f) of 
the Public Utility Holding Company Act of 1935 
(‘‘Act’’), and Rules 42, 43, and 45 promulgated 
thereunder regarding the proposed transactions. 


By orders dated November 17, 1976 (HCAR No. 
19760), February 14, 1977 (HCAR No. 19822) and 
March 24, 1977 (HCAR No. 19956), the Commission 
authorized National to issue and sell debentures and to 
laon a portion of the proceeds to certain of its sub- 
sidiaries. National was authorized to use up to 
$19,400,000 of the proceeds of the debenture sale to 
acquire securities of National Gas Storage Company 
(‘‘Storage’’), a proposed subsidiary of National. The 
acquisition of Storage’s securities by National was 


«> dependent upon Federal Power Commission (‘‘FPC’’) 


authorization of related transactions involving Storage. 
Accordingly, National was authorized by this Com- 
mission to loan at 8.7%, the effective cost of money 
incurred by National in the issuance of its debentures, 
ujp to $19,400,000 aggregate principal amount to 
Supply pending receipt of such authorization from the 
Federal Energy Regulatory Commission (‘‘FERC’’), 
successor to the FPC. Supply was authorized by this 
Commission to use the proceeds for the preliminary 
development of storage properties which will later be 
transferred to Storage, for working capital, for the 
purchase of gas placed in summer storage and for 
temporary investment. 


As a result of procedural delays in the FERC proceed- 
ing, Supply will not expend as much as was antici- 
pated on the storage properties at the Independence 
Storage Project and will thus have excess cash 
available estimated to amount to $8,000,000. Authori- 
zation is requested for Supply to loan to Distribution 
such excess cash in an aggregate principal amount not 
to exceed $8,000,000, for working capitai and for its 
construction program. The funds would be loaned in 
exchange for unsecured notes maturing at the earlier 
of twelve months from the date of issue or receipt of 
the aforesaid FERC authorization and need for the 
cash for the storage project. Interest will be paid at 
the commercial rate applicable to National in effect at 
the time the loan is made. Distribution proposes to 
repay these loans through moneys received as a result 
of the sale of other securities by National. Supply and 
Distribution further request authority for Supply to 
loan to Distribution cash generated as a result of the 
sale by Supply of gas withdrawn from storage to the 
extent that such cash is required by Distribution for 
working capital, but not in excess of $20,000,000. The 
funds would be loaned in exchange for unsecured 
notes maturing within one year. Interest will be paid 
at the commerical paper rate applicable to National in 
effect at the time of loan is made. Distribution 
proposes to repay these loans through moneys 
received as a result of bank borrowings or the sale of 
commercial paper by National. 


It is stated that these proposed transactions will save 
the system money as the interest rate Supply can 
realize on temporary investments of excess cash is less 
than the interest rate Distribution would incur on 
short-term borrowings. 


It is further stated that Distribution and National will 
have the option, after payment of all notes of prior 
maturity, to prepay any note issued pursuant to the 
transactions specified above at any time or from time 
to time, in whole or in part, without premium, upon 
payment of all interest accrued on the principal 
amount so prepaid to the date of such prepayment. 
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No special and separable fees, commissions and ex- 
penses are anticipated in connection with the proposed 
transactions. It is stated that no state commission and 
no federal commission, other than this Commission, 
has jurisdiction over the proposed transactions. 


Due notice of the filing of said post-effective amend- 
ments to the application-declaration has been given in 
the manner prescribed in Rule 23 promulgated under 
the Act (HCAR No. 20407), and no hearing has been 
requested of or ordered by the Commission. Upon the 
basis of the fcts in the record, it is hereby found that 
the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said application-declaration, as amended by said 
post-effective amendments, be granted and permitted 
to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application- 
declaration, as amended by said post-effective 
amendments, be, and it hereby is, granted and 
permitted to become effective forthwith, subject to the 
terms and conditions prescribed in Rule 24 
promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20441/March 9, 1978 


In the Matter of 


SYSTEM FUELS, INC. 
New Orleans, Louisiana 


ARKANSAS POWER & LIGHT COMPANY 
Little Rock, Arkansas 


LOUISIANA POWER & LIGHT COMPANY 
New Orleans, Louisiana 
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MIDDLE SOUTH UTILITIES, INC. 
New Orleans, Louisiana 


MISSISSIPP! POWER & LIGHT COMPANY 
Jackson, Mississippi 


NEW ORLEANS PUBLIC SERVICE INC. 
New Orleans, Louisiana 


(70-6097) 


ORDER RELEASING JURISDICTION; CONTINUED 
RESERVATION OF JURISDICTION OVER CERTAIN 
TRANSACTIONS 


By order dated January 4, 1978 (HCAR NO. 20365) in 
this proceeding, the Commission, among other things, 
authorized Systems Fuel, Inc. (‘‘SFI’’), a non-utility 
subsidiary of Arkansas Power & Light Company, 
Louisiana Power & Light Company, Mississippi Power 
& Light Company and New OrleansPublic Service, 
Inc., (collectively, the ‘‘Operating Companies’’), to 
borrow from such Operating Companies during the 
period January 1, 1978 through December 31, 1978, an 
aggregate principal amount not to exceed $107,690, 
000, outstanding at any one time. Such principal 
amount includes $90,090,000, for payment of notes 
and bankers’ acceptances at maturity and $17,600;000, 
for its fuel supply program. Such borrowings would be 
pursuant to a new loan agreement (‘‘New Loan 
Agreement’’), between SFI and the Operating 
Companies and would be for terms of not more than 25 
years. Each of the Operating Companies will provide 
for each loan under the New Loan Areement an 
amount in such proportion as its kilowatthour sales for 
the preceding calendar year bear to the total 
kilowatthour sales of the Operating Companies for that 
year, computed in both cses by including sales to rural 
electric cooperatives and municipalities but excluding 
sales to other public utilities. 


These loans will be evidenced by notes of SFI. Each 
note will bear interest, adjustable monthly on the first 
day of each month, at an annual rate for such month 
equal to the annual rate of interest borne on the last 
day of the preceding month by the short-term bank 
borrowings of the Operating Company to which such 
note shall have been issued. If on the last day of any 
month, such Operating Company shall have short- 
term bank borrowings bearing more than one rate of 
interest, the highest rate shall apply. If, on the last 
day of any month, such Operating Company shall not 
have any short-term bank borrowings, the prime 





_ commercial rate generally charged by commercial 
banks in New York City on such day to responsible and 
’ substantial corporate borrowers shall apply. The loans 
will be prepayble on five business days’ written notice 
in any amount without premium or penalty. Juris- 
diction was also reserved over those portions of the 
application-declaration relating to the uranium 
exploration program and the nuclear fuel procurement 
and services program pending completion of the 
record with respect to those transactions. 


The record in this proceeding is now complete with 
respect to the proposed transactions relating to the 
uranium exploration program. It is stated that due to 
the current market price of uranium and the 
uncertainty of supply, it has become necessary for SFI 
to embark on a uranium exploration program to help 
assure an adequate supply of uranium to accommodate 
the increased commitment to nuclear power of the 
Middle South Utilities System (‘‘System’’). The 
program will involve SFI, acting invidually or together 
with nonaffiliates, in conducting geological and 
geophysical studies and explorations for, and 
acquiring and disposing of leases and other mineral 
rights with respect to, uranium reserves, and proving 
such reserves. It is presently contemplated that SFI’s 
capital requirements for this program during 1978 will 
be approximately $10,000,000 and that SFI will be 
required to borrow from the Operating Companies 
during the period January 1, 1978 through December 
31, 1978, up to $10,000,000 outstanding at any one 
time to finance this program. Such borrowings 
would be in addition to the $107,690,000, of 
outstanding borrowings authorized by the Commission 
in its order of January 4, 1978 and would be made 
pursuant to the New Loan Agreement. 


Upon the basis of the facts in the record, it is hereby 
found that the proposed transactions relating to the 
uranium exploration program are reasonable and that 
all the requirements of the Act and rules thereunder 
are satisfied. 


IT 1S ORDERED, pursuant to the applicable provisions 
of the Act, and rules thereunder, that said 
application-declaration, as amended, be and it hereby 
is, granted and permitted to become effective 
forthwith except with respect to the transactions 
relating to the nuclear fuel procurement and services 
program as to which the record is not yet complete. 


IT 1S ORDERED, that the jurisdiction reserved in the 
order of January 4, 1978, over the proposed 
transactions relating to the uranium exploration 
program be, and it hereby is, released and that such 
transactions may be consummated subject to the terms 


and conditons prescribed in Rule 24 promulgated 
under the Act, except that the time for filing the 
certification thereunder with respect to the proposed 
transactions is extended so that to allow filing on a 
quarterly basis. 


IT 1S FURTHER ORDERED that jurisdction be and it 
hereby is, reserved over the proposed transactions 
relating to the nuclear fuel procurement and services 
program. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20442/ March 9, 1978 


In the Matter of 


ALLEGHENY POWER SYSTEM, INC. 
320 Park Avenue 
New York, New York 10022 


(70-6138) 


NOTICE OF PROPOSAL BY HOLDING COMPANY 
TO ENTER INDEMNITY AGREEMENT FOR 
BENEFIT OF ITS SUBSIDIARY COMPANY 


NOTICE IS HEREBY GIVEN that Allegheny Power 
System, Inc. (‘‘Allegheny’’), a registered holding com- 
pany has filed a declaration with this Commission 
pursuant to the public Utility Holding Company Act of 
1935 (‘‘Act’’), designating Sections 12(b) and 12(f) of 
the Act as applicable to the proposed transaction. All 
interested persons are referred to the declaration, 
which is summarized below, for a complete statement 
of the proposed transaction. 


The proposed transaction involves the indemnification 
by Allegheny of an insurance company as to liabilities 
which may be incurred by them in connection with 
certain surcharge revenues to be collected for West 
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Virginia retail electric service by Monongahela Power 
Company (‘‘Monongahela’’) and The Potomac Edison 
Company (‘‘PE’’) each of which is a wholly-owned 
electric utility subsidiary of Allegheny. 


Monongahela and PE each provide retail electric 
service in portions of West Virginia. Since February 
1975, they have not been permitted to include 
automatic fuel cost adjustment clauses in their retail 
electric tariffs in that state. Virtually 100% of 
Monongahela’s and PE’s electric generation capability 
is fueled by coal. It is stated that since the beginning 
of the coal miners’ strike in December 1977, Monon- 
gahela and PE have received virtually no coal. In order 
to continue to provide electric service to its customers, 
Monongahela and PE have purchased large amounts 
of electric energy from neighboring unaffiliated 
systems at prices substantially in excess of what it 
costs them to generate such energy. To recover the 
excess costs of such purchases, Monongahela and PE 
filed petitions with the Public Service Commission of 
West Virginia (‘‘PSC’’) for emergency surcharges of 
$.002 per kilowatt-hour for all kilowatt-hours billed 
under certain rate schedules, such surcharges to 
remain in effect until such time as such excess costs 
have been recovered. On February 24, 1978, the PSC 
authorized the imposition of the requested surcharges 
by Monongahela and PE but conditioned the effec- 
tiveness thereof, among other things, on the posting of 
a bond in the amount of $12,500,000 in the case 
of Monongahela and $2,000,000 in the case of PE, plus 
interest in each case at the rate of 9-1/2% per annum, 
to assure repayment to customers of such amounts 
collected in excess of amounts necessary to reimburse 
Monongahela and PE for such excess costs. The PSC 
also instituted an investigation and scheduled hearings 
to commence in April 1978 to determine the amounts 
of such excess costs incurred by Monongahela and PE. 


Because of the time pressure involved, Allegheny 
proposes to have such bonds posted by Safeco 
Insurance Company of America (‘‘Safeco’’). It is 
stated that Safeco, as well as various other insurance 
companies providing such bonds, has indicated that to 
obtain the most economic rate for such bonds, 
indemnification of the insurance company by a known 
company with an acceptable credit rating is necessary. 
Safeco agreed to provide the necessary bonds on the 
basis that Allegheny would indemnify Safeco for any 
loss or expense in connection with the bonds issued by 
Safeco. Allegheny entered into an indemnity agree- 
ment with Safeco, whereby Allegheny will indemnify 
Safeco for any loss or expense incurred by Safeco in 
connection with the bonds issued as surety for 
Monongahela and PE. The maximum amount of the 
indemnity from Allegheny to Safeco at any one time 
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outstanding will not exceed $12,500,000 as to Monon- 


-“ 


gahela and $2,000,000 as to PE. As the surcharges are; 


to be collected over a period of time (at the rate of ~« 


between $1,500,000 to $2,000,000 per month) and 
hearings are scheduled for April 1978, it is not 
expected that the actual amount of indemnity out- 
standing will ever reach those maximums. The cost of 
the bonds to Monongahela and PE is stated to aggre- 
gate about $13,000. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at $2,200. 
It is stated that no state commission and no federal 
commission, other than this Commission, has juris- 
diction over the proposed transaction. 


NOTICE IF FURTHER GIVEN that any interested 
person may, not later than April 3, 1978, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such 
request, and the issues of fact or law raised by the 
filing which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the declarant at the above-stated address, and proof of 
service (by affidavit or, in case of an attorney at law, 
by certificate) should be filed with the request. At any 
time after said date, the declaration, as filed or as it 
may be amended, may be permitted to become 
effective as provided in Rule 23 of the General Rules 
and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as 
provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices or orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








g 





INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 10150/March 3, 1978 


In the Matter of 
AMERICAN GENERAL BOND FUND, INC. 


AMERICAN GENERAL CAPITAL MANAGEMENT, 
INC. 

2777 Allen Parkway 

Houston, Texas 77019 


(812-4243) 


NOTICE OF FILING OF APPLICATION PURSUANT 
TO SECTION 17(b) OF THE INVESTMENT 
COMPANY ACT OF 1940 FOR AN ORDER 
EXEMPTING A PROPOSED TRANSACTION FROM 
THE PROVISIONS OF SECTION 17(a) OF THE ACT. 


NOTICE IS HEREBY GIVEN that American General 
Bond Fund, Inc., (‘‘Fund’’), a closed-end, diversified 
management investment company registered under 
the Investment Company Act of 1940 (‘‘Act’’), and 
American General Capital Management, Inc., 


(‘‘American Capital’), the Fund’s investment adviser, 
filed an application on December 5, 1977, and an 
amendment thereto on February 21, 1978, pursuant to 
Section 17(b) of the Act for an order of the Com- 
mission exempting from the provisions of Section 17 (a) 
of the Act the proposed purchase by American Capital 
from the Fund of certain securities of El Tigre 
Corporation (‘‘El Tigre’’). All interested persons are 
referred to the application on file with the Commission 
for a statement of the representations contained 
therein, which are summarized below. 


On March 19, 1971, the Fund purchased $468,000 of 
El Tigre 10.25% secured notes maturing on May 1, 
1968, that were part of a private placement offered by 
El Tigre in order to finance the purchase of two oil 
tankers. At the same time, American General Life 
Insurance Company of Delaware (‘‘American General 
of Delaware’’) also purchased $468,000 of the El Tigre 
secured notes. Both American Capital and American 
General of Delaware at the time of the above 
purchases were, and still are, wholly-owned sub- 
sidiaries of American General Insurance Company 
(‘‘AG Insurance’’). In addition, at the time of the 
above purchases American Capital served as invest- 
ment adviser to both the Fund and American General 
of Delaware. Since American General of Delaware is 
affiliated with the Fund through a common investment 
adviser (American Capital) and a common parent 
corporation of that investment adviser (AG Insurance) 
American General of Delaware is an affiliated person 
of an affiliated person of the Fund, as that term is 
defined in Section 2(a)(3) of the Act. This being the 
case, the above purchases of El Tigre secured notes, 
in which both the Fund and American General of 
Delaware participated, may have been subject to the 
provisions of Section 17(d) of the Act and Rule 17d-1 
thereunder, which provide, in pertinent part, that it 
shall be unlawful for any affiliated person of a 
registerd investment company, or any affiliated person 
of such a person, acting as principal, to participate in 
or effect any transaction in connection with any joint 
enterprise or other joint arrangement in which any 
such registered company, or company controlled by 
such registered company, is a participant unless an 
application regarding such joint enterprise or arrange- 
ment has been granted by an order of the 
Commission. It does not appear that an application 
requesting an order of the Commission to permit the 
above purchases of the El Tigre secured notes was 
ever filed. 


On March 9, 1977, the Board of Directors of the Fund 
was provided with a detailed report on the EI! Tigre 
secured notes held by the Fund, including certain facts 
concerning impairment of the collateral securing those 
notes, and the current financial instability of the 
guarantor of those notes (Commonwealth Oil and 
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Refining Co., Inc.). After considering the above 
report, the Fund’s Board of Directors revalued its 
holdings in the El Tigre secured notes downward to 
$44,947 for purposes of portfolio valuation. American 
General of Delaware took the same action with respect 
to its holding in the secured notes. On August 31, 1977, 
the remaining principal balance on the El Tigre secured 
notes held by the Fund was $432.146. Since it appears 
that the purchases of the El Tigre secured notes by 
American General of Delaware and the Fund may not 
have conformed with the requirements of Section 17(d) 
of the Act and Rule 17d-1 thereunder, and therefore 
that the Fund may have grounds to assert a claim 
against American Capital for the loss it suffered on 
this investment, American Capital has offered, in 
settlement of any claims which the Fund may have 
against American Capital on account of such 
purchases, but without admitting or denying any 
liability arising from such purchases, and subject to 
the Commission’s issuance of the order requested 
herein, to purchase the El Tigre secured notes from 
the Fund for their full remaining principal balance. 


At a regular meeting of the Board of Directors of the 
Fund on September 9, 1977, which was attended by a° 
majority of the disinterested directors of the Fund, 
independent counsel for the disinterested directors, 
and the Fund’s portfolio manager, the Fund’s Board of 
Directors unanimously approved acceptance of 
American Capital’s offer to purchase the El Tigre 
secured notes held by the Fund for their full amortized 
principal amount, subject to obtaining the required 
order of the Commission. It is represented that in 
approving acceptance of this offer the Fund’s directors 
considered the fact that since under the offer 
American Capital would be providing a cash payment 
to the Fund equalling the remaining principal balance 
of the El Tigre secured notes the Fund could not 
receive any more in payment on those notes if it held 
them in its portfolio until their maturity at May 1, 
1986. The Applicants state that the Fund’s directors 
also considered the significant investment risks to the 
Fund that would be inherent in retention of the notes 
(i.e., that the Fund would not receive full payment on 
the notes at maturity). Upon their approval of 
American Capital’s offer to purchase the El Tigre 
secured notes, the Fund’s directors revalued those 
notes in the Fund’s portfolio upward to their 
remaining principal balance. 


Section 17(a) of the Act provides, in pertinent part, 
that it shall be unlawful for any affiliated person of a 


registered investment company, or any affiliated 
person of such a person, acting as principal, knowingly 
to sell to or to purchse from such registered company 
any security or other property, subject to certain 
exceptions not relevant here. Section 17(b) of the Act 
provides that the Commission, upon application, may 
exempt a proposed transaction from the provisions of 
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Section 17(a) of the Act if the evidence establishes that 


the terms of the proposed transaction, including the « 
consideration to be paid or received, are reasonable _ 
and fair and do not involve overreaching on the part of — 


any person concerned, and that the proposed trans- 
action is consistent with the policy of each registered 
investment company concerned and with the general 
purposes of the Act. Since American Capital is invest- 
ment adviser to the Fund, and Section 2(a)(3) of the 
Act defines an affiliated adviser to such other person, 
the proposed purchase of the El Tigre secured notes 
from the Fund by American Capital requires an order 
pursuant to Section 17(b) of the Act. 


The Applicants represent that American Capital’s 
offer to purchase the El Tigre secured notes held by 
the Fund at their remaining principal balance will fully 
reimburse the Fund for its investment since the 
purchase price will not involve any discount from the 
outstanding principal balance of those notes. Further, 
the Applicants assert that there will be no investment 
risk to the Fund associated with the Fund’s sale of the 
above secured notes to American Capital, as the Fund 
will be receiving a cash payment from American 
Capital, and since the Fund could not realize any more 
from its investment in the notes even if they were held 
to maturity. The Applicants also represent that there 
are significant investment risks inherent in retention 
of the secured notes by the Fund, and that such risks 
will be shifted from the Fund to American Capital if 
the proposed purchase of the notes is consummated. 
The Applicants, moreover, submit that American 
Capital’s offer will provide the Fund with cash which 
the Fund can then reinvest in higher grade securities, 
and will relieve the Fund of a portfolio investment that 
has become more speculative than desirable in light of 
the Fund’s investment policies. Thus, the Applicants 
contend that the terms of American Capital’s proposed 
purchase of the El Tigre secured notes from the Fund, 
including the consideration to be paid or received, are 
reasonable and fair and do not involve overreaching on 
the part of any person concerned, and that such 
proposed purchase is consistent with the policy of the 
Fund and with the general purposes of the Act. 
Accordingly, the Applicants request an order of the 
Commission exempting the proposed purchase 
purchase from the provisions of Section 17(a) of the 
Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 27, 1978, at 5:30 
P.M., submit to the Commission in writing a request 
for a hearing on the application accompanied by a 
statement as to the nature of his interest, the reasons 
for such request, and the issues, if any, of fact or law 
proposed to be controverted, or he may request that 
he be notified if the Commission shall order a hearing 





thereon. Any such communication should be 
» addressed: Secretary, Securities and Exchange Com- 
mission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon the 
Applicants at the address stated above. Proof of such 
service (by affidavit, or in the case of an attorney-at- 
law, by certificate) shall be filed contemporaneously 
with the request. As provided by Rule O-5 of the Rules 
and Regulations promulgated under the Act, in order 
disposing of the application herein will be issued as of 
course following said date unless the Commission 
thereafter orders a hearing upon request or upon the 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10151/March 6, 1978 


SEE 


INVESTMENT ADVISERS ACT OF 1940 
Release No. 617/March 6, 1978 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10152/Marchk £, 1978 


In the Matter of 


THE SHEARSON APPRECIATION FUND, INC. 


and 

THE SHEARSON CAPITAL FUND, INC. 
505 Park Avenue 

New York, New York 10022 


(812-4207) 


ORDER PURSUANT TO SECTION 17(b) OF THE ACT 
EXEMPTING PROPOSED MERGER FROM SECTION 
17(a) AND PURSUANT TO SECTION 17(d) AND 
RULE 17d-1 THEREUNDER PERMITTING PRO- 
POSED TRANSACTION 


The Shearson Appreciation Fund, Inc. (‘‘Apprecia- 
tion’’) and The Shearson Capital Fund, Inc. 
(‘‘Capital’’), both open-end, diversified management 
investment companies registered under the Invest- 
ment Company Act of 1940 (‘‘Act’’), filed an applica- 
tion on Octorber 17, 1977, and amendments thereto on 
December 19, 1977, January 23, 1978 and March 2, 
1978, for an order, pursuant to Section 17(b) of the 
Act, exempting from the provisions of Section 17(a) of 
the Act the proposed merger of Capital into Apprecia- 
tion, and pursuant to Section 17(d) of the Act and Rule 
17d-1 thereunder, permitting Shearson Management, 
Inc. (‘‘Management’’) to pay certain expenses 
incurred by Capital and Appreciation in the proposed 
merger. 


On February 1, 1978, a notice was issued (Investment 
Company Act Release No. 10110) of the filing of the 
application. The notice gave interested persons an 
opportunity to request a hearing and stated that an 
order disposing of the application would be issued as 
of course unless a hearing should be ordered. No 
request for a hearing has been filed, and the Com- 
mission has not ordered a hearing. 


The matter having been considered, it is found, on the 
basis of the information stated in the application, as 
amended, that the terms of the proposed merger are 
reasonable and fair and do not involve overreaching on 
the part of any person concerned, and that the pro- 
posed transaction is consistent with the policies of 
Capital and Appreciation, and with the general 
purposes of the Act. 


It is further found that the participations of Capital 
and Appreciation are consistent with the provisions, 
policies, and purposes of the Act, and are not on a 
basis less advantageous than that of the other partici- 
pant. Accordingly, 


IT IS ORDERED, pursuant to Section 17(b) of the Act, 
that the proposed merger be, and hereby is, exempted 
from the provisions of Section 17(a) of the Act, 
effective forthwith. 


1T IS FURTHER ORDERED, pursuant to Section 17(d) 
of the Act and Rule 17d-1 thereunder, that the applica- 
tion to permit the proposed transaction involving 
Capital, Appreciation and Management be, and 
hereby is, granted, effective forthwith. 
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For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT ADVISERS ACT 
OF 1940 





INVESTMENT ADVISERS ACT OF 1940 
Release No. 617/March 6, 1978 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10151/March 6, 1978 


Admin. Proc. File No. 3-5048 

In the Matter of 

INTERNATIONAL RESEARCH & MANAGEMENT 
CORP. 

One Palmer Square 

Princeton, New Jersey 


(801-8827) 


RICHARD D. BRAVERMAN 


OPINION OF THE COMMISSION 
INVESTMENT ADVISER PROCEEDINGS 
Ground for Remedial Action 

Fraud 


Misstatement in Registration Application 


Where the investment adviser of a 
registered investment company and_ its 
president misappropriated funds belonging 
to that company, and made a false state- 
ment in the adviser’s application for 
registration, held, in the public interest to 
revoke adviser’s registration, bar president 
from association with any investment 
adviser, and exclude both respondents from 
serving or acting in various capacities with 


410/SEC DOCKET 


respect to a registered investment com- 
pany. 


Section 37 of the Investment Company Act 


Administrative proceedings can be based 
on Section 37 of the Investment Company 
Act even though, on its face, the section is 
a criminal provision. 


APPEARANCES: 


James C. Sargent, of Whitman & Ransom, for Inter- 
national Research & Management Corp. and Richard 
D. Braverman. 


Lawrence J. Toscano and Kenneth |. Daniels, of the 
New York Regional Office of the Commission, for the 
Division of Enforcement. 


Richard D. Braverman, an attorney and certified 
public accountant, is president of Hawaii-Pacific 
Growth Fund, Inc. (‘‘Fund’’), a registered, open-end, 
non-diversified investment company. Braverman is 
also president and a 90% owner of International 
Research & Management Corp. (‘‘IRM’’), Fund’s 
investment adviser and sole underwriter. 


The administrative law judge found that IRM and 
Braverman misappropriated more than $26,000 of 
Fund’s money. He also found that respondents made a 
material misstatement in IRM’s application for invest- 
ment adviser registration. The law judge concluded 
that IRM’s investment adviser registration should be 
revoked, that Braverman should be barred from assoc- 
iation with any investment adviser, and that both 
respondents should be excluded from association in 
various capacities with a registered investment 
company. From those determinations, IRM and 


. Braverman appeal. 


Fund originally became registered in November 1960 
as a closed-end investment company, but remained 





1 IRM withdrew its broker-dealer registration in 1975. 
According to Braverman no sale of Fund shares has 
been made since April of that year, and Fund does not 
have a current prospectus in effect. 





_ largely inactive although it made a limited private 
offering of its shares. In March 1971, Mitchum, Jones 

» & Templeton, Inc., than a New York Stock Exchange 
(‘‘NYSE’’) member firm, agreed to become under- 
writer for an offering of $20,000,000 worth of Fund 
shares. However, in November 1971, after a consider- 
able amount of legal, printing and accounting 
expenses had been incurred, the Mitchum firm with- 
drew. Respondents sought to recover at least some of 
those expenses from Mitchum, but were ultimately 
unsuccessful in a NYSE arbitration proceeding. On 
September 14, 1973, Fund became registered as an 
open-end investment company. Its prospectus listed 
IRM as investment manager and distributor. 


It is undisputed that, between June 1974 and March 
1975, the Fund’s custodian bank, at Braverman’s 
direction, transferred a total of $28,721 to respon- 
dents. Respondents assert that the money they took 
was merely a temporary and partial reimbursement of 
the more than $150,000 they expended on behalf of 
Fund, without any legal obligation on their part, 
during the years 1969 through 1975. It is clear from 
the record before us that respondents did expend large 
sums of money on Fund’s behalf. But it is also clear 
that they voluntarily assumed those expenses and 
that, having done so, they were not free to reimburse 
themselves when they subsequently ran into financial 
difficulties. 


During the relevant period, Fund’s prospectuses, 
reports to shareholders and audited financial state- 
ments (1) explicitly represented that respondents 
were assuming some of Fund’s expenses, (2) did not 
reflect contemporaneous expenses in the amounts for 
which respondents took reimbursement, and (3) didn 
not reflect any Fund liability to repsondents for monies 
they may have advanced on Fund's behalf. 


Fund’s initial prospectus, dated September 14, 1973, 
lists accrued expenses of only $1,618 and no other 
liabilities. It states that IRM has agreed to pay Fund’s 
other organizational expenses and the costs of its 
initial public offering. And Fund’s net worth is stated 
to be $102,679, only slightly higher than the $100,000 
minimum required by the Investment Company Act 
before an investment company can make its first 
public offering.2 


Fund’s audited financial statement for its fiscal year 
ended March 31, 1974, filed with this Commission and 
included in Fund’s prospectus dated August 20, 1974, 
lists total expenses for the period of only $3,317. Total 





2 Section 17(a). 


liabilities, except those attributable to the purchase of 
portfolio securities, which respondents do not claim to 
have ever paid for, are given as only $590. The notes 
to the financial statement state that IRM is waiving its 
fee for the year and assuming payment of several 
other Fund expenses including income taxes. 


A report to Fund shareholders for the six months 
ended September 30, 1974 lists total expense of only 


$1,701 for that period and no Fund liabilities as of that 
date. 


Braverman testified as follows: 


‘*” . . | decided without any formal agree- 
ment that | would make the Fund whole; in 
other words, that any expenses over and 
above the income would be absorbed and 
paid by me and the Management Com- 
pany.... [W]e were only accruing 
expenses equal to what the income would 
be, and that was the only liability set up on 
the Fund books. All other liabilities, the 
Management Company and | were trying to 
pay as best we could.’’ 


Thus respondents chose to assume many obligations of 
Fund, and Fund’s books, reports, and financial state- 
ments reflect that choice. Obviously, respondents’ 
action placed Fund in a substantially better financial 
position than it would otherwise have been. It enabled 
Fund to meet the Act’s $100,000 minimum net worth 
requirement. The financial picture presented also 
made Fund’s shares much more attractive to pro- 
spective investors. Unless investors bought Fund’s 
shares, respondents’ hopes for success in the mutual 
fund management business were doomed to frustra- 
tion. So respondents’ assumption of expenses was a 
calculated business judgment made to advance their 
own interests. 





3 Since Fund never really got under way, the expenses 


in question were start-up expenses. Promoters 
normally bear these. T foist them on the investment 
company would be to cripple it at its birth. Thus in this 
case the total Fund expenses that respondents 
assertedly paid almost equal Fund’s aggregate assets 
at their height. 
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In these circumstances we think it clear that respon- 


Respondents point out that Section 37 is, on its face, ae 
dents made a binding election to assume the Fund 


criminal provision. They argue that allegations the — 


expenses in question. Having done so, they were not 
at liberty to reimburse themselves for the money they 
had spent on Fund’s behalf.4 Rather the ‘‘reimburse- 
ments’’ they took constituted a fraud on Fund and its 
shareholders. Hence we conclude that IRM, willfully 
aided and abetted by Braverman, willfully violated the 
antifraud provisions of Sections 206(1) and 206(2) of 
the Investment Advisers Act. 


The order for proceedings charges, and the admin- 
istrative law judge found, that, by converting the 
funds of a registered investment company to their own 
use, respondents also committed willful violations of 
Section 37 of the Investment Company Act. 





4 The administrative law judge concluded that ‘‘at 
best’’ respondents were entitled to around $1,800 of 
the $28,721 they took from Fund as ‘‘reimbursement.’’ 
On the basis of our independent review of the record, 
we agree with the law judge’s assessment. 


5 it has been held that certain findings of fraud in 
administrative proceedings are governed by a ‘‘clear 
and convincing’ standard of proof. Collins v. S.E.C.., 
562 F.2d 820 (C.A.D.C. 1977). Whether or not such a 
standard of proof is required is of no consequence 
here. The facts are essentially undisputed, and we find 
the evidence of respondents’ fraud clear and 
convincing. 


In addition, assuming that the Supreme Court’s 
decision in Ernst & Ernst v. Hochfelder, 425 U.S. 185 
(1976), is applicable to proceedings of this sort and to 
the statutory provisions pertinent here, positions with 
which we disagree, we find that resondents had the 
requisite fraudulent intent. See Arthur Lipper Corp. v. 
S.E.C., 547 F.2d 171, 181 (1976). 


8 Section 37 provides in pertinent part: 


“‘Whoever steals, unlawfully abstracts, [or] unlawfully 
and willfully converts to his own use... any of the 
moneys, funds. . . or assets of any registered invest- 
ment company shall be deemed guilty of a crime.’’ 
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such a provision has been violated are improper in an™ 


administrative forum where the procedural safeguards 
of a criminal trial are lacking. 


We disagree. Section 9(b) of the Investment Company 
Act, and Sections 203(e) and 203(f) of the Investment 
Advisers Act, authorize this Commission to bring 
administrative proceedings based on willful violations 
of any provision of the Investment Company Act. We 
find nothing in the legislative history of those sections 
which indicates that Congress intended that an 
exception be made in the case of Section 37. 


Section 37 articulates certain well-defined standards 
which courts have found a proper basis for private 
rights of action’ and for an injunctive action brought 
by this Commission. We see no reason why this 
Commission should be precluded from taking 
administrative action based on the extremely serious 
misconduct to which that section is addressed. It is of 
course true that an administrative forum does not 
confer on respondents the full panoply of procedural 
safeguards attendant on a criminal trial. But neither 
can criminal penalties be assessed in an administrative 
proceeding. 


We conclude, as did the law judge, that respondents 
willfully. violated Section 37 of the Investment 
Company Act.9 





7 See Brown v. Bullock, 194 F. Supp. 207 (S.D.N.Y. 
1961), aff'd 294 F2d 415 (C.A. 2, 1961); Tanzer v. 
Huffines, 314 F. Supp. 189 (D. Del. 1970). 


8 $.E.C. v. Commonwealth Chemical Securities, Inc., 
410 F. Supp. 1002, 1018 (S.D.N.Y. 1976). 


9 In view of our findings that respondents’ conduct 
violated antifraud provisions of the Investment 
Advisers Act, our findings that such conduct also 
violated Section 37 of the Investment Company Act are 
merely cumulative. The sanctions we are imposing in 
this case would be the same even if we made n 
findings under Section 37. 


7 





IV 


IRM’s broker-dealer registration was suspended by 
the State of New Jersey from March 20 through April 
18, 1972. On August 2, 1972, IRM applied to this 
Commission for registration as an investment adviser. 


Item 6(h) of the application form asked whether the 
applicant ‘‘has been denied registration... or 
suspended, revoked or expelled from registra- 
tion . . . with any state . . . as a broker-dealer... .’’ 
Braverman answered the question in the negative. 


Respondents argue that the application did not ask if 
IRM had ever been suspended, and that the way the 
question was worded, if only called for information 
with respect to suspensions that were still in effect. 


We cannot agree with respondents’ strained reading. 
We think it clear both from the question itself and 
from the context in which it was asked that it sought 
information with respect to all suspensions, both past 
and present. 


Item 16(h) is part of a multiple question designed to 
elicit comprehensive information concerning prior 
misconduct that is relevant to the fitness of those 
seeking to enter the investment advisory field. Such 
information is vital to our regulation of entry to ‘‘an 
occupation which can cause havoc unless engaged in 
by those with appropriate background and stand- 
ards.”’ 


Like the administrative law judge, we find it incredible 
that Braverman, a lawyer and a certified public 
accountant, did not comprehend the scope of the 
information that the question sought to elicit. Even 
assuming that he considered the wording of the 
question ambiguous, he should have made inquiry of 
this Commission before filing IRM’s application for 
registration. 


We conclude, as did the law judge, that IRM and 
Braverman willfully violated Section 207 of the Invest- 
ment Advisers Act.11 





10 Marketlines, Inc. v. S.E.C., 384 F.2d 264, 267 
(C.A. 2, 1967), cert. denied, 390 U.S. 947 (1968). 


11 Section 207 proscribes material misstatements in 
applications for registration filed under the Act. 


Vv 


Respondents argue that a transcript of sworn 
testimony given by Braverman during our staff’s 
investigation of this case was improperly admitted into 
evidence since it was irrelevant and not ‘‘the best 
evidence.’’ They also complain that evidence admitted 
with respect to the use they made of the money they 
took from Fund was irrelevant and prejudicial. Finally, 
respondents assert that the law judge was not 
impartial, stating, among other things, that he is on 
this Commission’s payroll, that he hurried them in the 
presentation of their case, that he denied their 
requests to introduce certain evidence and to sub- 
poena our staff’s report which recommended the 
institution of these proceedings, and that he issued a 
one-sided decision which ignored evidence in their 
favor. 


these contentions are without merit. Braverman’s 
prior testimony contained admissions which were 
clearly admissible against him. And the evidence as to 
the specific uses to which respondents put the money 
they took, while of limited significance, was properly 
admitted and was not prejudicial.12 Moreover, the 
law judge’s initial decision did not refer to that 
evidence, and we have not given it any weight in 
reaching our decision. 


There is likewise no merit in respondents’ claims of 
bias on the part of the law judge. While a hearing 
officer is in certain respects ‘‘a Commission 
employee,’’ he occupies an independent status under 
the Administrative Procedure Act.1% Respondents 
were given a full opportunity to present their defense 
and, on the basis of our independent review of the 
record, we are unable to find that they were 
prejudiced by the law judge’s conduct of the 
proceedings. As to the evidence which respondents 
claim the law judge improperly rejected, we agree 
with the judge that it is of little, if any, relevance. In 
any event, the material in question is physically part of 
the record. We have considered it, and we accept it 
into evidence. 





12 See Clinton Engines Corporation, 41 S.E.C. 408, 
411-412 (1963), and authorities there cited. 


13 See Ramspeck v. Federal Trial Examiners 
Conference, 345 U.S. 128 (1953); R. A. Holman & Co., 
Inc., 40 S.E.C. 1133 (1962). 


SEC DOCKET/413 





Respondents were not entitled to our staff’s report 
recommending the institution of these proceedings. 
That report, containing information gathered by the 
staff during its investigation, was confidential, and no 
showing has been made that it was necessary to 
respondents’ defense or that respondents were in any 
way prejudiced by their inability to inspect it.14 


Finally, the initial decision does not show bias on the 
part of the law judge. It merely reflects his reasoned 
evaluation of the evidence and the appropriate 
sanctions to be imposed. 


Vi 


Respondents contend that the sanctions imposed by 
the administrative law judge are too severe. They 
point out that they have fully repaid Fund, that no 
shareholders were harmed, and that, over the years, 
they expended large sums which benefited Fund and 
its shareholders. They further state that, in May 1975, 
they notified our staff about the money they had 
taken, and asked for assistance as to the best way to 
make disclosure of their actions in Fund’s annual 
report. Finally, respondents assert that they have 
learned from their mistakes and will not repeat them. 


Like the administrative law judge, we view respon- 
dents’ violations as extremely serious. An investment 
adviser is a fiduciary whose actions must be governed 
by the highest standards of conduct. 16 Respondents 
obviously fell far short of that mark. They deliberately 
misappropriated monies belonging to Fund and its 
shareholders, and they deliberately concealed IRM’s 
prior suspension from this Commission when IRM 
applied for investment adviser registration. Such 





14 See R. A. Holman & Co., Inc. v. $.E.C., 366 F.2d 
446, 455 (C.A. 2, 1966), affirming R. A. Holman & 
Co., Inc., 42 S.E.C. 866, 877 (1965). 


15 Cf. N.L.R.B. v. Pittsburgh Steamship Co., 337 U.S. 
656, 659-660 (1949). 


16 See S.E.C. v. Capital Gains Research Bureau, Inc., 
375 U.S. 180, 191-192 (1963); Rosenfeld v. Black, 445 
F.2d 1337, 1342-1344 (C.A. 2, 1971); Joseph P. 
D’Angelo, Investment Advisers Act Release No. 562 
(December 16, 1976), 11 SEC Docket 1263, 1264, aff’d 
without opinion, C.A. 2 (May 5, 1977). 
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conduct cannot be tolerated from those in whom others a 


must be able to put their trust.1 


We do not consider that the mitigating factors cited by 
respondents carrant any reduction in the sanctions 
which the law judge imposed. As we have previously 
noted, respondents had a strong self-interest in 
advancing money to Fund. Those advances provided 
no justification for their subsequent misappro- 
priations. The notice that respondents gave to our staff 
in May 1975 only occurred after Fund’s auditors were 
unable to complete their audit due to the disclosure 
problem posed by the ‘‘reimbursements’’ respondents 
had taken. Finally, the fact that respondents 
ultimately repaid the money they took does little to 
alleviate our doubts about their fitness for any aspect 
of the securities business. Under the circum- 
stances, we are not disposed to be lenient.1 


An appropriate order will issue.20 


By the Commission (Commissioners LOOMIS, 
EVANS, POLLACK and KARMEL); Chairman 
WILLIAMS not participating. 





17 See Joseph P. D’Angelo, supra. 


18 See Benjamin Levy Securities, Inc., Securities 
Exchange Act Release No. 14368 (January 12, 1978), 
13 SEC Docket 1348, 1349. 


19 We note, however, that the bars we impose in 
administrative proceedings are not necessarily 
permanent. See Applications for Relief from Disquali- 
fication, Securities Exchange Act Release No. 11267 
(February 26, 1975), 6 SEC Docket 346. Should 
Braverman wish to apply at some time in the future for 
employment in a supervised capacity, we would give 
his application consideration if it is supported by a 
showing that he would be adequately supervised. 


20 Respondents make certain contentions that we have 
not treated explicitly, but all points presented have 
been considered. Respondents’ exceptions to the 
initial decision are overruled or sustained to the extent 
that they are inconsistent or in accord with the views 
expressed in this opinion. 


=« 





George A. Fitzsimmons 
Secretary 





INVESTMENT ADVISERS ACT OF 1940 
Release No. 617/March 6, 1978 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10151/March 6, 1978 


Admin. Proc. File No. 3-5048 
In the Matter of 


INTERNATIONAL RESEARCH & MANAGEMENT 
CORP. 

One Palmer Square 

Princeton, New Jersey 


(801-8827) 
RICHARD D. BRAVERMAN 
ORDER IMPOSING REMEDIAL SANCTIONS 


On the basis of the Commission’s opinion issued this 
day, it is 


ORDERED that the registration as 2n investment 
adviser of International Research & Management 
Corp. be, and it hereby is, revoked; and it is further 


ORDERED that International Research & Manage- 
ment Corp. be, and it hereby is, permanently 
prohibited from serving or acting as an investment 
adviser or depositor of, or principal underwriter for, a 
registered investment company or affiliated person of 
such investment adviser, depositor, or principal 
underwriter; and it is further 


ORDERED that Richard D. Braverman be, and he 
hereby is, barred from being associated with any 
investment adviser; and it is further 


ORDERED that Richard D. Braverman be, and he 
hereby is, permanently prohibited from serving or 
acting as an employee, officer, director, member of an 
advisory Board, investment adviser or depositor of, or 
principal underwriter for, a registered investment 
company or affiliated person of such investment 
adviser, depositor, or principal underwriter. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SEE 


SECURITIES ACT OF 1933 
Release No. 5910/March 9, 1978 





ACCOUNTING SERIES 
Release No. 245/March 3, 1978 


SEE 


SECURITIES Act of 1933 
Release No. 5911/March 3, 1978 
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Litigation Release No. 8280A/March 6, 1978 


SEC v. FARM HOUSE FOODS CORPORATION, ET AL. 
E.D. Wisconsin, Civil Action No. 78-C-36 


William D. Goldsberry, Administrator of the Chicago 
Regional Office of the Securities and Exchange Com- 
mission, announced that on January 20, 1978, the 
Commission filed a complaint in the United States 
District Court for the Eastern District of Wisconsin 
seeking to enjoin Farm House Food Corporation (Farm 
House), a Wisconsin corporation with its principal 
place of business in Milwaukee, Wisconsin; Richard Y. 
Fisher (Fisher) of Milwaukee, Wisconsin, chairman 
and secretary of Farm House; and Harold L. McCann 
(McCann) of Webb Lake, Wisconsin, from violating 
the anti-fraud provisions of the federal securities laws 
as to tender offers. 


The Commission’s complaint alleged that Farm 
House, Fisher and McCann from in or about February, 
1976, to in or about April, 1976, made a tender offer 
for up to 50,000 shares of the common stock of 
Fairway Foods, Inc., (Fairway) a non-reporting 
company, and, as a result, approximately 21,000 
shares of Fairway common stock was purchased at 
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prices varying from $15 to $16.50 per share, in viola- 
tion of Section 10b of the 1934 Act and Rule 10b-13 
thereunder. 


The complaint further alleged that the defendants 
omitted to state that Farm House intended to gain 
control of Fairway; that McCann was to receive 
$175,000 if control of Fairway was obtained; that Farm 
House was the undisclosed bidder; and that McCann 
had granted an option to Farm House for the purchase 
of 19,500 shares of the target owned by him, in viola- 
tion of Section 14e of the 1934 Act. 


Simultaneous with the filing of the complaint, Farm 
House and Fisher consented without admitting or 
denying the allegations of the complaint, to the entry 
of final judgments of permanent injunction enjoining 
them from further violations, as alleged. 





Litigation Release No. 8310/March 3, 1978 


S.E.C. v. AMERICAN ELECTRIC POWER COMPANY., 
el. al., 

(United States District Court for the District of 
Columbia, Civil Action No. 78-0384) 


The Securities and Exchange Commission today 
announced the filing of a Complaint in the United 
States District Court for the District of Columbia 
against American Electric Power Company, inc. 
(“AEP”), a public utility holding company registered 
with the Commission under the Public Utility Holding 
Company Act of 1935 (“Holding Company Act”) and 
the following subsidiary companies of AEP: American 
Electric Power Service Corporation, Appalachian 
Power Company, Franklin Real Estate Company, 
indiana and Michigan Electric, Indiana Franklin Realty, 
Inc., Kentucky Power Company, Kingsport Power 
Company, Michigan Power Company, Ohio Power 
Company, and Wheeling Electric Company. 


The Complaint alleges that defendants invested in, and 
financed the acquisition and development of, real 
estate in contravention of provisions of the Holding 
Company Act. It also alleges that the defendants made 
substantial investments in fueli-related activities 
without seeking or obtaining required Commission 
approval. 


According to the Complaint, commencing in or about 
1962, certain of the defendants, in one program 
referred to as the ‘XYZ” program which was designed to 
promote the sale of electric energy, invested in real 
estate businesses by purchasing land and helping to 
finance the purchase of land by developers and 
builders with the express or implied understanding that 
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the developers and builders would construct 
all-electric housing or apartment projects. The AEP“ 
system invested at least $9,500,000 in at least 25 xYZ@. 
projects. The Complaint alleges that the XYZ Program 
was implemented by having the operating company 
defendant involved select appropriate location for 
construction of all-electric projects, and find local 
builders willing to participate in the individual project 
under circumstances where such defendant was not 
publicly identified with the project. Corporations (XYZ 
Companies) were created to own the projects. The 
cooperating builders acquired a 49% interest in the 
equity of the XYZ Company, in return for which the 
builders constructed the projects for the XYZ Company 
“at cost,” and AEP caused the American Electric Power 
Retirement Fund (“Retirement Fund”), which was the 
System’s pension fund, to acquire a 51% equity 
interest. AEP arranged for construction financing and 
permanent financing. The builder assumed not risk of 
monetary loss. If there were a monetary loss, the loss 
was to be that of the participating defendant; all profits 
were to be shared equally. The shares of the individual 
XYZ Companies were placed initially in the Retirement 
Fund and subsequently in the American Electric Power 
Educational Trust Fund which, in 1967, purchased the 
XYZ stock at cost as a favor to Retirement Fund with 
the assistance of AEP’s contribution of $15,000 to 
Trust Fund. As a result of the placement of the XYZ 
stock in the Funds, the defendants concealed, in part, 
their control of the XYZ Companies and evaded the 
application requirements of Section 9(a) of the Holding 
Company Act. 


Commencing in or about 1962, in a second real estate 
program, the Land Bank Program, which was similar in 
concept and implementation to the XYZ Program, land 
was acquired by Franklin and Indiana Franklin to make 
such land available to interested developers who 
wished to develop housing projects and industrial 
sites. The System directly invested at least $12 million 
in a total of approximately 64 Land Bank projects. The 
Complaint also alleges that the defendants engaged in 
other real estate activities, namely a letter of intent 
program, a mobile home park program, and industrial 
site development program, all without approval of the 
Commission as required under the Holding Company 
Act. Additionally, it is alleged that from in or about 
1964 through the present time, as part of its real estate 
program AEP, Service Corp. and 1&M participated in 
the creation of and investment in Three Rivers Apart- 
ment Project (“Three Rivers”) in Fort Wayne, Indiana. 


Three Rivers was constructed at a cost of over 
$10,000,000, of which at least $4,884,000 was 
furnished by 1&M at the direction and with the approval 
of AEP and Service Corp. To construct Three Rivers, 
$6,250,000 was borrowed from banks. 1&M issued a 
letter of intent guaranteeing the payment of such 
loans, and also advanced at least $4,884,000 of its own _ 
funds for the contruction of Three Rivers. It is alleged 





that 1&M’s activities in connection with Three Rivers 
“onstituted acquisition of an interest in the real estate 

usiness without compliance with the Holding 
Company Act. Additionally, it is alleged that the letter 
of intent constituted a guarantee of or assumption of 
liability and therefore constituted a security as defined 
under the Holding Company Act. According to the 
Complaint, issuance of such security required Com- 
mission approval. 


The Complaint also alleges that AEP made acquisi- 
tions in the fuel procurement area without obtaining 
required Commission approval. The Defendants 
purchased, from 1972 through 1975, leases and other 
rights to sever coal from land covering at least 103,000 
acres of coal property. Additionally, 1&M purchased a 
river barge transportation system for $11.2 million, a 
railroad right-of-way to a System power plant, and 
Ohio and 1&M acquired as lessee 373 and 127 coal 
hopper cars, respectively, also without obtaining 
required Commission approval. Finally, the Complaint 
alleges that the provisions of Section 13 of the Holding 
Company concerning allocation of costs among 
System companies were not complied with in a number 
of fuel-related transactions. 


The Commission also announced that all of the 
defendants, without admitting or denying the allega- 
tions of the Commission’s Complaint, consented to an 
order of the court prohibiting them from: (1) issuing 

‘selling securities except in compliance with Section 
~ 6 or 7 of the Holding Company Act; (2) acquiring 
securities, utility assets or any other interests in any 
businesses except in compliance with Sections 9 or 10 
of the Holding Company Act; and (3) performing 
services or construction work for, or selling goods to, 
any associate company except in compliance with 
Section 13 of the Holding Company Act. The Court’s 
order requires the defendants to divest themselves of 
all remaining assets and interests involving real estate, 
as defined by an Undertaking and Stipulation of the 
defendants, and to report to the Court and the Com- 
mission on their progress in and plans for divesting 
such assets and interests (the Court retaining juris- 
diction for the purpose of issuing any supplemental 
orders in this respect). 


The defendants undertake to appoint a Special Auditor 
satisfactory to the Commission to conduct an investi- 
gation and issue a written report to AEP, the Court and 
the Commission within 180 days of his appointment. 
Within 60 days of the receipt of the Special Auditor’s 
Report, the defendants must file with the Commission 
any amended or corrected reports as are necessary in 
light of the findings of the Special Auditor. The Special 
Auditor is charged with investigating intercompany 
charges and allocation of costs among members of the 
AEP System in connection with the operation of certain 
ecified assets and properties and, with respect to 
.cP’s real estate activities, shall report on: (1) the 


gain or loss suffered by the defendants or any affiliates 
thereof; and (2) the remaining investments in real 
estate, advances, guarantees or take-out agreements 
related thereto. 





Litigation Release No. 8311/March 6, 1978 


U.S. v. BRUCE A. JENSEN 
(D. UTAH CR-76-114) 


Robert H. Davenport, Administrator of the Denver 
Regional Office of the Securities and Exchange Com- 
mission, and Ronald L. Rencher, United States 
Attorney for Utah, jointly announced that following 
conviction by a jury on December 8, 1977, of a single 
count of securities fraud Bruce A. Jensen of Salt Lake 
City, Utah, was sentenced on February 3, 1978, to three 
years in prison. Judge Clarence A. Brimmer, United 
States District Court Judge for Wyoming, acting for 
Chief Judge Willis W. Ritter of Utah, imposed the 
sentence. Judge Ritter became ill following the trial. 


Jensen had been found guilty by the jury in a four-day 
trial of an indictment which charged, among other 
things, that he, when engaged as a broker in a 
securities option business involving over-the-counter 
puts and calls, defrauded his customers in subjecting 
them to undisclosed risks and purchased stock for 
investors at prices substantially in excess of the 
market price. 


For futher information see Litigation Release 8218. 





Litigation Release No. 8312/March 6, 1978 


SEC v. CENTURY MORTGAGE CO., LTD., ET AL. 
(D. UTAH, C-77-0049) 


Robert H. Davenport, Administrator of the Denver 
Regional Office of the Securities and Exchange Com- 
mission, today announced that the Honorable Aldon J. 
Anderson, United States District Court Judge of the 
District of Utah, issued Orders of Permanent Injunction 
against Rex D. Parsons of Phoenix, Arizona, on 
January 30, 1978, and against Johney B. Kearney, 
formerly of Salt Lake City, Utah and presently of Los 
Angeles, California, on February 14, 1978. The Orders 
permanently enjoin the defendants from violating the 
registration and antifraud provisions of federal 
securities laws in connection with the offer and sale of 
capital notes of Century Mortgage Co., Ltd., invest- 
ment contracts, and evidencés of indebtedness, or any 
other security. The defendants consented to the 
ordered without admitting and without denying the 
allegations of the complaint. 
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For further information see Litigation Releases Nos. 
7801, 7814, 7845, 7975 and 8071. 





Litigation Release No. 8314/March 9, 1978 


SECURITIES AND EXCHANGE COMMISSION v. SUN 
COMPANY, INC., ET AL. 

(U.S. district Court for the Southern District of New 
York) 

(Civil Action No. 78-1055) 


The Commission announced the filing on March 9, 
1978 in the U.S. District Court for the Southern District 
of New York of a Complaint against Sun Company, Inc. 
(“Sun”), LHIW, Inc. (“LHIW”), Salomon Brothers 
(“Salomon”), Kenneth Lipper (“Lipper”), F. Eberstadt 
& Co., (“Eberstadt”), F. Eberstadt & Co. Managers and 
Distributors, Inc. (‘“Eberstadt M&D”), Robert Zeller 
(“Zeller”), Fairleigh S. Dickinson, Jr. (“Dickinson”) and 
J.H. Fitzgerald Dunning (“Dunning”) seeking an 
injunction from further violations of certain provisions 
of the federal securities laws and certain equitable 
relief. 


The Complaint alleges that Sun, LHIW, Salomon, 
Lipper, Eberstadt, Eberstadt M&D and Zeller violated 
Sections 14(d) and 14(e) of the Securities Exchange 
Act of 1934 and the rules and regulations as a result of 
a tender offer by Sun and LHIW for the common stock 
of Becton Dickinson and Company by which they 
acquired approximately 34 percent of the outstanding 
common of Becton Dickinson. 


The Complaint alleges that Sun and LHIW filed a 
Schedule 13D which omitted to state material facts 
required to be disclosed in such Schedule. 


The Complaint also alleges the Dickinson, Dunning, 
Salomon, Eberstadt, and Eberstadt M&D violated 
Section 13(d) of the Securities Exchange Act and 
certain rules thereunder by the failure to file a Schedule 
13D in connection with certain actions with respect to 
the common stock of Becton Dickinson. 
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The Complaint also alleges that Sun and LHIW violated 
Section 10(b) of the Securities and Exchange Act and 
Rule 10b-13 thereunder in that Sun and LHIW made 
purchases otherwise than pursuant to the tender offer 
from Dickinson and another person. 


The Complaint also alleges that Dickinson and 
Dunning, directors of Becton Dickinson, violated 
Sections 10(b) and 14(e) of the Securities Exchange 
Act and Rule 10b-5 thereunder in that they failed to 
disclose and concealed from Becton Dickinson and its 
shareholders, their participation in the secretive course 
of business of Sun and certain of the other defendants 
pursuant to which Sun acquired the approximately 34 
percent of the outstanding common stock of Becton 
Dickinson. 


The Complaint further alleges that Eberstadt, 
Eberstadt M&D and Zeller violated Sections 17(d) and 
17(e) of the Investment Company Act of 1940 and Rule 
17d-1 thereunder by engaging in certain transactions in ~ 
the common stock of Becton Dickinson. 


The Complaint seeks a Final Judgement of Permanent 
Injunction against all the defendants enjoining them 
from further violations of the Securities Exchange Act 
and the Investment Company as alleged in the 
Complaint and an Order (1) compelling the filing of the 
requisite statements required to be filed on Schedule 
14D-1 and Schedule 13D and appropriate corrective 
amendments to Schedules 13D filed with the Com- 
mission; (2) compelling Dickinson and Dunning to 
rescind their transactions with Sun and LHIW; 
(3) compelling Sun and LHIW to make and offer of 
recision to those periods from whom Sun and LHIW 
purchased Becton Dickinson stock and with respect to 
any Becton Dickinson Stock for which the offer of 
recision is not accepted, ordering Sun and LHIW to 
dispose of such shares in an orderly manner pursuant 
to a plan approved by the Court. 
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